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Burroughs Sensimatic “50” 
a full-size accounting machine 
at a new low cost 


The sensational new Burroughs 
Sensimatic thrifty ‘‘50’’ accounting 
machine at its amazingly low price 
is big news in the field . . . headline 
news for businesses large and small. 


The Sensimatic ‘‘50’’ is an outstand- 
ing addition to the Burroughs Sensi- 
matic family . . . a full-size fully auto- 
matic accounting machine. 


Never before has such a machine 
been offered at a comparable price. 
And you save every day on ledger 
and statement form costs with the 
Sensimatic ‘‘50.’’ Extra savings are 
yours, too, because it’s so easy to 
operate that beginners quickly be- 
come expert. See it! Try it! Call your 
nearest Burroughs branch or write 
Burroughs Adding Machine of 
Canada, Limited, Windsor, Ontario. 


WHEREVER THERE’S BUSINESS THERE’S Burroughs 
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Developing An Investment Policy 
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statistical and analytical services supplied by 
our organization. 


When investing personal funds, the same 
services are at your disposal. 


An enquiry to any of our offices will bring 
prompt attention to your investment problems. 
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strand Accounting Machine is accomplished in seconds. 
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PRACTICE WANTED 


Chartered accountant with diversified 
professional and commercial experience 
wishes to purchase accounting practice 
either directly or via partnership with 
succession agreement in Edmonton or 
elsewhere west of the Great Lakes. Al- 
ternatively would consider employment 
with a view to early partnership in a 
growing firm in the same area. Box 
435, The Canadian Chartered Account- 
ant, 69 Bloor St. E., Toronto 5, Ont. 


PRACTICE WANTED 


250 mile radius of Toronto. Outright 
purchase for cash or agreement for suc- 
cession. Box 449, The Canadian Chart- 
ered Accountant, 69 Bloor St. E., Tor- 
onto 5, Ont. 


WANTED 


Accounting and audit practice in Win- 
nipeg. Send particulars to Box 447, 
The Canadian Chartered Accountant, 
69 Bloor St. E., Toronto 5, Ont. 


WANTED 
A practice or individual accounts in 
Southern Ontario. Agreement for suc- 
cession considered. Box 452, The Can- 
adian Chartered Accountant, 69 Bloor 
St. E., Toronto 5, Ont. 


BUDGET OFFICER REQUIRED 


To direct a budget program for a 
large and expanding Canadian oil and 
natural gas company in Calgary, Al- 
berta. Professional training of a C.A., 
C.P.A., or equivalent. Broad adminis- 
trative accounting experience in oil and 
gas industry and knowledge of applica- 
tion of budgetary control techniques. 
Age 35-45. Salary commensurate with 
qualifications with excellent opportunity 
for advancement. Pension and other 
welfare provisions. Apply by mail only 
with full details to: Stevenson & Kel- 
logg Ltd., 810 Royal Bank Bldg., Van- 
couver 2, B.C. 


SWEETNESS 


and 


LIGHT 


By Jay Vee 


‘Twas Six Months Before Christmas 
T was, as a matter of fact, on a 
sunny Saturday morning in June 
that three of us stopped by a sign just 
outside Lake Placid, N.Y. which read 
“Turn Left for North Pole — 2 miles’’. 
For just a moment we were a bit 
startled that the North Pole could lie 
within a day’s drive of New York City, 
but then we realized we had left our 
hotel before dawn even cracked, and 
racing along that deluxe Taconic State~ 
Parkway we might easily have slipped 
over the Arctic Circle without even 
noticing the difference. At any event 
there we were practically on Santa 
Claus’ doorstep, and it would be only 
common courtesy to pay him a call, 
especially when he had been such a 
faithful visitor to our house each De- 
cember 25 of our childhood years. 


With that thought in mind we put 
the Pontiac into second gear and made 
the long climb up and up the side of 
Whiteface Mountain saw a 
group of cosy little log cabins which 
we knew must be the Metropolitan 
Area of the North Pole. As soon as 
we stepped out we were directed to 
the first cabin on the left and there 
was good St. Nick himself to welcome 
us. Mrs. Santa Claus was there too, 
rocking away and making mittens for 
this year’s Christmas presents. 


until we 
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Sweetness and Light 


The worksh ps were all in full swing 
— no summer shutdown for them. It 
seems that in the Santa Claus Manu- 
facturing Companies a great many busi- 
ness and accounting practices do not 
apply. For instance, in other indus- 
tries stock manufactured in the summer 
and not moved until December might 
cause the management to make a pro- 
vision for future decline in inventory 
value. But a hockey stick which is 
just a passing fancy in a boy’s mind 
in June and is talked about and built 
up in his imagination during the au- 
tumn takes on tremendous worth by 
the morning of December 25 when he 
spies it under the Christmas tree. There 
is the same curious reversal with the 
provision for depreciation. You might 
expect that each year Santa would de- 
duct 10% off the cost of his equip- 
ment, but instead he finds that his 
sleigh begins by being of no value in 
the first year of his little assessor’s life, 
but that it increases in worth each year 
until by the 7th or 8th year it 1s un- 
doubtedly the most magnificent vehicle 
ever constructed. 

Santa did not know what was meant 
by ‘‘personnel problems’, but he did 
mention that the junior elves were for- 
ever arguing about who would get to 
work on the electric trains and who 
would be stuck with the ‘“‘educational” 
toys! 


In a large hut we found his eight 
Alaskan reindeer, most of them having 
shed their antlers and by this time 
growing in dainty little new ones. 
Many satellite fawns were running 
loose around the North Pole, but if 
Rudolph was one of them he had dis- 
guised his nose very well. 

Perhaps the most impressive charac- 
ter of all was Santa’s smithy who had 
been at the North Pole “ever since it 
opened”, as he disillusioningly put it, 
and who delivered various judgments 


REQUIRED 


Recent graduate chartered accountant 
for internal audit work involving con- 
siderable travelling throughout the 
Province of Ontario. Box 446, The 
Canadian Chartered Accountant, 69 
Bloor St. E.. Toronto 5, Ont. 


INTERMEDIATE 
STUDENT WANTED 


For Toronto firm of chartered account- 
ants. Reply stating complete details 
as to experience, salary requirements, 
marital status, etc. Box 450, The Can- 
adian Chartered Accountant, 69 Bloor 
St. E., Toronto 5, Ont. 


WANTED 


Senior auditor part time in Winnipeg. 
Degree, tax experience or typing pre- 
ferred. Application with particulars 
to Box 448, The Canadian Chartered 
Accountant, 69 Bloor St. E., Toronto 
5, Ont. 


POSITION WANTED 


Chartered accountant, age 27, desires 
industrial position in Hamilton area. 
Box 451, The Canadian Chartered Ac- 
countant, 69 Bloor St. E., Toronto 5, 
Onk. 


LECTURER WANTED 


Wanted a full-time lecturer in Account- 
ing for the first three years of a college 
course leading to a Bachelor of Com- 
merce degree. Applicants should have 
teaching experience. If satisfactory 
would later be offered the position of 
head of the department. Please write 
Box 453, The Canadian Chartered Ac- 
countant, 69 Bloor St. E., Toronto 5, 
Ont. 
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Sweetness and Light 


in the final manner of a Dr. Johnson. 
His opinion of Mr. and Mrs. Santa 
Claus: “They make a lovely couple.” 
His opinion of the precocious little 
know-it-alls who hound him with 
questions: “They're not as smart as 
they think they are.” 

He relies on one devastating counter- 
question to baffle them and had occa- 
sion to put it to a 7-year-old miss while 
we were there. “How many shoes do 
Santa’s reindeer have?” he asked her. 

In a twinkling she replied with a 
smirk, “They have 32.” 

“No, that’s wrong,” he said. 

She ran to her teacher who happened 
to be in the party and who came up 
indignantly. ‘There are eight reindeer 
and a reindeer is a four-legged animal. 
Doesn't that make 32?’ queried the tea- 
cher. 

“You may have your college degrees 
and be smart at mathematics,’ retorted 
the smithy, “but you don’t know rein- 
deer. Just take a good look at Dancer's 
foot —- that hoof is cloven and each foot- 
requires two shoes. It takes 64 shoes 
for me to get the team ready for the 
big trip each year.” (We hope this 
tidbit of information will be a useful 
weapon for any father whose young- 
sters think they are always one up on 
the old man.) 

We Icft the North Pole after that 
and came back down. There was a sign 
urging us to go on to the summit of 
Whiteface Mountain but we were 
afraid to try it. After all we had 
just spent the morning on the top of 
the world, and, according to the maps 
they had when we were in_ school, 
anyone who tries to go farther than 
that is headed straight for Siberia. Be- 
sides we had an important message to 
bring back from Santa: He joins us 
in wishing all of you a very Merry 
Christmas and says he expects to be 
around this year as usual, even though 
Christmas is on a Saturday! 
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COMMENT AND OPINION 


An Interesting Tax Case 


a are frequently puz- 
zled by the decisions of the Courts 


on what are and what are not permissible. 


deductions for tax purposes, and certainly 
a great many of the cases would have 
been decided differently if the account- 
ing viewpoint alone governed. In Can- 
ada the principles governing the deducti- 
bility of business expenses for tax pur- 
poses stem in large measure from the 
decision of the Supreme Court of Can- 
ada in the Dominion Natural Gas Com- 
pany case decided in 1940, where it was 
held that an expense to be deductible 
must be made “in the process of earning 
the profits” and secondly that an expendi- 
ture made with a view to preserving an 
asset or advantage for the enduring bene- 
fit of a trade is a capital expenditure and 
not deductible. 


Just the other day a decision of far- 
reaching importance on the whole ques- 
tion of deductibility was pronounced by 
the highest Court in England, and both 
of the above views were rejected. Of 
course we in Canada must be guided by 
the decisions of our own Courts where 
they differ from the Courts of another 
country, but it is rather paradoxical to 
say the least that the decision in the 
Dominion Natural Gas case was almost 
entirely based on earlier decisions of the 
British Courts. 


The English case to which we refer is 


Morgan v. Tate & Lyle Ltd., and the ex- 
pense in question was that incurred by 
the company in conducting a publicity 
campaign opposing the Labour Govern- 
ment’s policy of nationalizing the com- 
pany’s assets. The House of Lords re- 
jected the Crown's contentions (1) that 
an expenditure to be deductible must be 
directly related to the earning of profits 
and (2) that an expenditure made to pre- 
serve a fixed asset is necessarily capital 
in nature; and the company was allowed 
the deduction it claimed. 

Accountants will applaud both rulings, 
but without an amendment to our Act it 
is perhaps unlikely that Canadian Courts 
will follow the decision. 


New U.S. Tax Law 


E have on our desk before us two 
impressive volumes, one of them 
running to over 1,000 closely-printed 
pages and entitled ‘Internal Revenue 
Code of 1954”, the other running to 
over 600 closely-printed pages and en- 
titled “Report of the Committee on Fi- 
nance, U.S. Senate”, which is designed 
to accompany and explain the first-men- 
tioned volume. These two volumes rep- 
resent what is said to be the principal 
legislative effort of the United States 
Congress at the session which has just 
closed, and we can well believe it. 
We do not suppose that it is necessary 
for us to admit that we have not read 
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these two impressive tomes. We have, 
however, glanced through them to see 
how our southern cousins have dealt with 
some of the tax questions which concern 


us up here. Depreciation and Timing 
of Receipts and Expenditures, for 
example. 


That the new Code permits the declin- 
ing balance method of depreciation at 
twice the straight-line rate is of course 
well-known by now. In addition the 
Code also permits an entirely new method 
of depreciation which goes by the 
description “Sum-of-the-Years’ Digits 
Method of Depreciation”, of which the 
Senate explanation is as follows: 

. ... The rate for any year consists of 

a fraction, the numerator of which is the 

mumber of the year taken in reverse 

order and the denominator of which is 
the sum of the numbers representing the 
remaining years of life. To illustrate, in 
the case of a property with a 10-year 
life the rate of depreciation the first year 
would be 10/55, 10 being the number of 
the year in reverse order and 55 being 
the sum of 12345678910. The 
rate in the second year would decline to 

9/55 of the cost and in the 10th or final 

year to 1/55. 

The advantage of this method over the 
declining balance method, to which it 
is very similar, is that it permits the en- 
tire cost of an asset to be written off over 
the period of its useful life, whereas the 
declining balance method leaves an un- 
recovered portion of some 10% to 13% 
of cost at the end of service life. 

On the timing question, i.e., in what 
year a receipt or disbursement is to be 
taken into account in computing periodi- 
cal business income, the U.S. Congress 
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takes a different course from that of our 
Legislature a couple of years ago. Read- 
ers will recall the milk and bus ticket 
cases decided in our Income Tax Ap- 
peal Board which led to a wave of pro- 
tests and the enactment of an amendment 
to our Act by which all amounts prepaid 
for goods and services are required to be 
included in computing the income of 
the year of receipt and a deduction for 
future expenses is permitted. The Am- 
erican legislators have shown them- 
selves to be more amenable to the ac- 
counting viewpoint. The new Code per- 
mits an accrual-basis taxpayer to defer 
the reporting of advance payments as 
income until the year or years in which 
they are earned, although a five year limit 
is placed on the deferment. The new 
Code will also permit an accrual-basis 
taxpayer to deduct reasonable additions 
to reserves for estimated expenses. Gen- 
erally speaking, the expenses must be 
related to income taxed during the year 
and must be capable of being estimated 
with reasonable accuracy. Any amount 
by which a reserve is found to be ex- 
cessive at the end of each year is to be 
taken into account in that year. Re- 
serves for general contingencies and for 
indefinite future losses are not permitted 
in the U.S. any more than here. 


On the whole the impression we get 
from our somewhat cursory review is 
that the new Code adopts a far more lib- 
eral attitude than its predecessor, and 
also that the U.S. Congress has shown an 
admirable disposition to be guided by 
the principles of accounting in the as- 
certainment of periodic business in- 
come. 
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Financial Controls 
Over Materials 





By Robert B. Taylor, C.A. 


The problem of materials control is to maintain the relationship 
of production to sales when the latter can never be known in advance 





emai the past several months we 

have been passing through what has 
been called an inventory recession. Some 
people have said that it is the result of 
supply having caught up with the great 
backlog of demand existing at the end of 
the war and that now we are entering a 
replacement market phase. There can be 
no doubt, however, that for several 
months production did remain at higher 
levels than shipments, with a consequent 
accumulation of inventories. More re- 
cently the picture has tended to change, 
and shipments are being made at a faster 
rate than goods are being produced, al- 
though inventories, while declining some- 
what, are still too high in the opinion 
of some. Now I do not intend to ex- 
plore the fluctuations that are characteris- 
tic of our type of economy or to discuss 
the waste in the form of idle men and 
equipment, the storage costs, deteriora- 
tion and obsolescence of inventory that 
result when things get out of kilter. 
But it does seem to me that here on the 
grand scale is illustrated the whole prob- 
lem of material control, that of keeping 
a proper relationship between supply and 
demand, or production and sales, when 
the latter can never be known in advance. 


Two specific examples of the failure 
of production to keep in line with con- 
sumption are wheat and automobiles. 
Both situations resulted from decisions 
by somebody at some time, or more cor- 
rectly from many decisions by many 
people on both sides of the market. I 
do not intend to criticize those decisions 
but only to draw attention to the fact that 
such things do not just happen of them- 
selves — they are made to happen by 
the decisions and actions of people. And 
the decisions themselves are the results 
of weighing the pros and cons of altern- 
ative choices by applying standards of 
measurement and value judgments. 


Fluctuating Volume as the Core of 
the Problem in the Individual Business 


Within the individual business there 
are inventory recessions too. When add- 
ed together these constitute the general 
recession or depression of which we hear 
so much in the newspapers. And each 
business may be involved on both the 
cause and effect sides. The building-up 
of inventories out of proportion event- 
ually calls for inventory liquidation. 
Whether this is accomplished by dis- 
tress selling or by slowing down produc- 
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tion, or both, the effects tend to reach 
out like ripples on a sheet of water to 
permeate the whole economy even to the 
point of returning to plague the company 
itself in the form of reduced demand 
for its product. Of course it would have 
to be a major adjustment in a large com- 
pany to reach very far by itself, but a lot 
of small adjustments added together can 
cause a surge effect up and down the 
production distribution line that can have 
serious repercussions. 


I recall that the mild depression in the 
United States late in 1927 became known 
as the “Ford Depression” since the big- 
gest single identifiable factor was the 
shutdown of Ford’s plants to change over 
from the Model T to the new Model A. 
Perhaps at this late date that little sag 
in the business activity curve is best re- 
membered as an epitaph on the demise 
of the well-beloved and often misunder- 
stood “flivver’’! 


To carry on and tell of the increased 
costs, lost profits, frozen assets, and fi- 
nancing difficulties that follow in the 
wake of a poorly balanced material flow 
is unnecessary. Nor do I mean to im- 
ply that this disequilibrium is always the 
result of poor management. As often 
as not it results from conditions over 
which the business itself can have no 
control. Fluctuations in the demand for 
any firm’s product there will always be. 
The problem of the manager is to an- 
ticipate these as well as he can, make 
plans for action to be taken when 
changes occur, and men follow up and 
see that the action is in fact taken and 
that it is as effective as circumstances will 
permit. 


An interesting example of failure to 
take effective action in a changing mar- 
ket situation is related by Jackson Martin- 
dell in his “Scientific Appraisal of Man- 
agement’. In 1920 the top management 
of General Motors became apprehensive 
about the possibility of a serious price 
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break in the American economy. Con- 
cerned over the inventory position of the 
company, it issued strict instructions to 
hold inventories within an allotted fig- 
ure of $150,000,000. Certain division- 
al heads disregarded the instructions and 
allowed their inventories to increase by 
$40,000,000, while inventories of the 
company as a whole rose to $60,000,000 
above the allotted figure between May 
and October of 1920. When the price 
break materialized, General Motors took 
losses of $85,000,000 on its inven- 
tories and operations, $64,000,000 of 
which took place in the delinquent divi- 
sions. Mr. Martindell goes on to say 
that subsequent examination proved that 
while some losses would have been in- 
evitable, they could have been held with- 
in safe limits if instructions had been 
followed. There are, of course, count- 
less other instances of the same kind 
although most could probably be ex- 
pressed in fewer than eight figures. 


In the planning and control of ma- 
terials each company has problems pecu- 
liar to itself and the only workable 
schemes or systems are those that consider 
all the circumstances. Professor Goetz of 
Antioch College once defined a mana- 
gerial problem as ‘‘a purpose in a situa- 
tion”, and the salesmen of a well-known 
business-machine house refer to a busi- 
ness problem as “‘an interesting situa- 
tion”. The point is that these problems 
or whatever you may call them are not 
abstract affairs but actually exist, each 
in its own environment, and each one 
must be solved with full regard for the 
peculiarities of that environment. For 
instance, the material problem of the user 
of a multiple-use raw material, such as 
a standard grade of steel, is quite differ- 
ent from that of the firm whose one 
product demands a special made-to-order 
grade. The firm with an assured outlet 
for its product but with unreliable 
sources will not have the same material 





-N- 


ay 


it- 








Financial Controls: over Materials 321 


problems as the company which controls 
its raw material sources but which must 
sell in a highly competitive market; and 
of course the manufacturer whose finish- 
ed product cost contains only a relatively 
small amount for a purchased raw ma- 
terial with many alternative uses will at- 
tempt to cope with demand changes by 
methods not appropriate for the trader 
who buys his finished product ready- 
made. ‘The list could go on endlessly. 


Even within the same firm rules for 
controlling finished goods will not be the 
same as those used to control raw ma- 
terials, work-in-process, or supplies. So 
the best we can do in this discussion is 
to deal with a way of thinking about 
materials, to set down some pretty gen- 
eral ground rules, and to examine two 
or three examples of material control as 
illustrations of how good thinking can 
be applied to specific situations. 

Incidentally that word “financial” in 
the title of my paper worries me, for if 
there are financial controls over materials, 
then are there also production controls 
and sales controls? If, on the other 
hand, control over materials is only fi- 
nancial, then the field of finance is much 
broader than I ever envisaged it to be. 
Business problems, and plans and con- 
trols, are permeative things — they can- 
not be sorted away tidily into little water- 
tight compartments under such labels as 
financial controls or production plans or 
sales problems. For a sales problem 
tends to have implications for production, 
the solution to production problems fre- 
quently involves finance, and many fi- 
nancial problems are solved through 
changes in sales policies. So I have 
chosen to interpret the word as a ref- 
erence to the contribution of the financial 
division to material control. 


Planning and 
Control — The Mirror Twins 


In what I have said above, the word 
control has been used rather loosely, or 
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if you disagree with that statement, then 
it has been used in a very broad sense. 
Now I would like to change the meaning 
and use it in a more restricted sense as 
“the securing of conformity to plans”. A 
plan in turn is the reaction of business to 
protect itself against, or take advantage 
of, anticipated events. It is ‘‘what to do 
ees ae ". So control, in this re- 
stricted sense, is meaningless without a 
plan. They are like mirror twins, or the 
two sides of the same coin. The plan is 
the objective, the control the discipline, 
and neither makes much sense without 
the hypothesis or supposition, which for 
our purposes consists of a demand fore- 
cast. So in logical sequence they stand 
as forecast, plan, control. A plan by 
definition anticipates, and control must 
be exercised while there is still oppor- 
tunity for effective action. 

While the financial or accounting end 
of a business has a vital part in all three 
of these activities, the provision of fig- 
ures for control has probably absorbed 
the greatest part of its time and effort. 
But accounting saw its first development 
as a recorder of actual happenings — it 
was a writer and critic of history if you 
like, having as one of its chief preoccu- 
pations the autopsic determination of in- 
come. I think it was Professor Hicks 
who once said that the only purpose of 
income determination is to serve as a 
guide to prudent conduct (he wasn’t 
thinking of the tax), but no one needs 
such a guide to tell him that he Aas a 
hangover. It is like closing the door on 
an errant horse and I am afraid that ac- 
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countants have in the past let control be 
such a door. More recently standard 
cost, budgeting, and other techniques 
have helped to get the door closed at 
least with sufficient promptness to catch 
the horse on his way out. 


A demand or sales forecast to be of 
maximum use in the overall control of 
materials should be expressed quantitat- 
ively. It may be in the form of a range 
but it is not of much use if only ex- 
pressed as ‘a modest increase” or “a 
small decrease’. That reminds me of the 
confusion that used to reign in naval 
wheel-houses when the St. Lawrence 
River pilots would pass instructions 
down the voice-pipe: “starboard a little’; 
“port a bit”. And the forecast must do 
more than just state one overall figure. 
It must provide tentative answers to the 
questions: what? how much? and when? 
Also it must break sales dollars, if it is 
sales that are under consideration, in- 
to volume and price factors. For most 
companies a volume forecast will come 
first. It will be based on past experi- 
ence, seasonal variations, comparison 
with appropriate economic indicators, in- 
formation as to customers’ expectations 
and inventories, the competitive picture, 
and so on. 


From the forecast the plan is drawn. 
It must be as flexible as possible because 
of the tentative nature of the forecast, 
and it must have a built-in signal system, 
like a McGill fence. This may consist 
of budgeted figures set up in such a way 
that variances from budget can be quick- 
ly spotted and readily analyzed. And it 
must be a plan that can assign responsi- 
bility so that when the signals do flash 
the proper people see them. 


Control, that is the contribution of the 
financial division to control, consists of 
flashing the signals promptly and accur- 
ately. It may also include the making of 
recommendations for remedial action and 
it will signal the success or failure of 
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whatever action is taken. But its con- 
tribution does not include either the mak- 
ing of decisions as to what action to take 
or the taking of whatever action is de- 
cided upon — those are matters outside 
its jurisdiction. 

One of the neatest illustrations of fore- 
casting, planning, and controlling, as 
they relate to materials, is the open-to-buy 
mechanism of the department store. The 
merchandise plan of a departmental man- 
ager includes a forecast of sales for the 
selling season and a planned purchase 
program to meet that sales forecast. 
Periodically throughout the season, usual- 
ly each week, the validity of the sales 
forecast and the adequacy of the purchase 
plan are reviewed and any necessary ad- 
justments made. 


This review is effected through an 
“open-to-buy”’ report that is issued by 
the comptroller to the departmental man- 
ager. Assuming that sales and stock are 
in line with the forecast, the report will 
merely compare planned purchases for 
the season with the total of merchandise. 
received or in transit and unfilled or- 
ders for delivery during the selling sea- 
son, and arrive at an “‘open-to-buy” bal- 
ance. But if sales are being made at a 
rate other than that of the forecast, or if 
stocks are either greater or less than the 
planned figure, then adjustments in the 
purchase program are called for. 


For instance, let us assume that fore- 
casted sales for the season are $40,000, 
planned purchases $24,000 (at cost) and 
planned stock $5,000 (also at cost). At 
the end of the seventh week of a 14- 
week season suppose that sales were $5,- 
000 over the forecast ($25,000 instead of 
$20,000) and that actual stock was $6,- 
000. Then planned purchases should be 
increased in order to handle the increased 
sales volume. If we assume an initial 
mark-up of 40% on selling, that means 
$3,000 to add to planned purchases. But 
on the other hand, stock had risen $1,000 
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above the planned figure, so of the $3,- 
000, $1,000 can be met from increased 
stock, and if there is no merchandise in 
transit or on order, the open-to-buy bal- 
ance will be the original figure of $24,- 
000 + $3,000 — $1,000, or $26,000. 


Then let us suppose that sales were 
running behind forecast. According to 
our formula, the open-to-buy balance 
would be reduced, thus setting in motion 
a corrective measure. But stocks might 


still accumulate even though buying was - 


cut off altogether, and now it is declining 
sales not rapid buying that is causing 
the build-up. So the signal indicates that 
attention should be directed to the mer- 
chandise and its prices — or perhaps to 
advertising plans or selling techniques. 
Here we have all three elements — fore- 
cast, plan, and control. Admittedly it is 
too simple for a manufacturing concern 
but it illustrates the method. 


Targets of 
Material Planning and Control 


Now we might set down some targets 
or objectives of material planning and 
control. There are, I think, three basic 
ones. First is the prompt servicing of 
customers’ orders. No one, particularly 
a sales department, likes to lose an or- 
der because of inability to ship prompt- 
ly. If such an event occurs, everyone 
immediately wants to know why it hap- 
pened and what action can be taken to 
prevent a recurrence. Particularly is this 
true during periods of less than capacity 
operation. 


From the financial point of view an 
objective of equal merit is to keep the 
investment in inventories to a minimum. 
The piling up of excess inventories ties 
up cash that might be more productively 
used elsewhere; it exposes the business 
to risk of loss due to falling prices and 
product obsolescence and deterioration. 
Moreover, it costs money to maintain 
stocks of material. Remington Rand in a 
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little brochure “How to Get Profits from 
Inventories” estimates that the annual 
cost of carrying stock may be as much 
as 12% or more of its value. On the 
other hand a too rapid turnover may be 
uneconomical because of high acquisition 
costs. 


The third objective is to keep product 
costs as low as possible while maintaining 
a uniform work load. Long product 
runs, low scrap losses, standardized prod- 
uct lines, an even flow of production all 
lead to low costs and all are part of the 
problem of controlling materials. 


While no one would doubt the validity 
of these three objectives it is obvious 
that a high level of achievement for 
one may mean relative failure for an- 
other. At the present time great efforts 
are being made to reduce inventories in 
order to free dollars for other uses and 
to avoid risk of loss from possible price 
drops. Yet at the same time and in the 
same firm there may also be a drive to 
increase inventories so that by prompt 
service to customers the firm’s share of 
the shrinking market may be maintained 
or increased. In the same vein, long 
production runs may result in consider- 
able savings in production costs and yet 
may later lead to the loss of some or all 
of those savings (and more) because of 
price drops or costs eaten up in the 
carrying of surplus stocks. Under the 
varying conditions of our economic en- 
vironment the problem of managing ma- 
terials is essentially one of integrating 
these objectives in such a way as will 
yield the optimum return on investment. 


Nor should we forget that planning 
and control are themselves elements of 
cost which if carried to extremes can eat 
up much of the savings which they effect. 
It is much like the old calculus problem 
of computing the area enclosed by a 
circle. Mathematically there can be no 


exact answer, only successive approxima- 
tions depending upon how many decimal 
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places we want to use, each additional 
place requiring more effort. 


Use of Accounting Data in 
Planning, Buying, and Selling 


I have said quite a lot about plans 
and controls. Let's look at an example 
of how one company uses accounting 
data to plan its buying and selling activi- 
ties. The company I refer to is small 
enough that its executives can have pret- 
ty intimate knowledge of all activities. 
It is in an industry where material costs 
represent a very large percentage of total 
product costs and as is usual in such a 
situation, margins are low. There is a 
high degree of correlation between raw 
material and finished product prices and 
these prices are very volatile. Under 
such conditions forecasts can change very 
rapidly, plans must consequently be very 
flexible, and controls must be applied 
promptly. 

Each Monday afternoon the general 
manager meets with the heads of the sales 
and production departments to make buy- 
ing and selling plans for the week and to 
review performance for the preceding 
week. At this meeting the head of the 
accounting department presents a week- 
ly report for each commodity group made 
up as of the close of business on the 
preceding Friday. This report consists 
of ten exhibits: — 


_ 


Commodity position report. 


Unfilled purchase orders. 

. Purchases made during the week. , 
Raw materials inventory — prices. 
Raw materials inventory — quantities. 


Finished goods inventory. 

Analysis of sales orders. 

Sales made during the week. 
Estimated costs. 

Estimated raw material break-even 
prices. 

I think it may be of interest that all 
these schedules are handwritten and are 
prepared on Monday morning by the 
head of the accounting department him- 
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self from records that are, of course, 
maintained by his staff. While he could 
have someone else do the work, he feels 
that the intimate familiarity with the data 
that he acquires in the process is worth 
the effort, particularly so since at the 
meeting that follows he must be ready to 
provide answers to a multitude of ques: 
tions of a pretty detailed nature. 


He writes the report on hectograph 
masters which have previously had typed 
on them column headings and descrip- 
tions. When he has finished inserting 
the figures and other information, as 
many copies as he wants are made avail- 
able in a very few minutes. It is an 
excellent example of a situation where 
handwritten records are more appropriate 
than the neater typewritten ones. 


The first exhibit, the position report, 
is in physical units. It accumulates the 
figures for raw materials available (i.e. 
quantities on hand plus unfilled purchase 
orders) and reduces the total to allow 
for processing losses. The remainder is 
matched against booked sales, throwing 
up a short or long figure. This last is 
the figure everyone looks at first. It is 
appraised in the light of market condi- 
tions, which are discussed verbally, and, 
in conjunction with the information from 
exhibits 9 and 10, is used to set the 
plans for the week, including the pre- 
paration of an “official” list of buying 
prices. 


Exhibit 9 shows both estimated costs 
for processing, selling, and administra- 
tion, set out in such a way as to separate 
time costs from volume costs and the 
estimated cost of materials on the basis 
of the latest market figures. Of course 
no attempt is made to have these figures 
exact, approximations being quite ade- 
quate for the purpose. What might be 
termed “official” selling prices, including 
all volume costs, a suitable proration of 
time costs, and a standard profit are set 
out for each commodity within the group. 
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Current market prices appear immediately 
below and the bottom line shows break- 
even costs. Exhibit 10 sets out break- 
even buying prices for the raw materials. 


While I have perhaps oversimplified 
this description, I think it does illustrate 
how the system throws up signals for 
the use of management in making buying 
and selling decisions. The other exhibits 
of the report deal with conformity to 
plans previously made. It is a good 
example of a management report that ss 


Material Control in a 
Large Central Supply Store 


As an illustration of how accounting 
procedures are used to secure conform- 
ity to plans and policies I shall use the 
central supply store in our basic steel 
plant. This store, which handles sup- 
plies for a large number of mills and de- 
partments, keeps in stock some 7,000 to 
8,000 items, most of them standard, and 
has an average inventory of over a mil- 
lion dollars. Materials are acquired 
through the usual purchase routine which 
is initiated by a purchase requisition 
signed by the chief storekeeper. Issues 
are made against stores requisitions that 
must be approved by any one of a list 
of authorized people. These requisitions 
are in duplicate and a separate one must 
be made out for each item required. 
They are submitted to the stores counter- 
men who fill the orders and get the re- 
quisitions signed as receipts. The coun- 
termen enter the commodity numbers and 
send them to the Kardex clerk for entry 
and pricing. 

The stores ledger, kept by the Kardex 
clerk, is in the form of two cards, one 
of which is a history sheet of the item, 
showing order numbers, prices, quanti- 
ties received, and receiving dates. Month- 
ly consumption figures and minimum and 
maximum quantities are also shown. The 
other is a perpetual inventory card show- 


ing ins, outs, and balances in physical 
units. 

The Kardex clerk posts the perpetual 
inventory cards and prices and extends 
the requisitions. The duplicates are now 
detached and filed by requisitioning de- 
partments until the next morning when 
they are sent out to the departments con- 
cerned to provide background informa- 
tion for the expense analysis reports that 
are issued monthly. 


The original requisitions are sent to 
the tabulating department where cards 
are punched for commodity number, 
charge account, and amount. These cards 
are retained until the month-end and are 
then used to prepare the monthly jour- 
nal entry for stores and the expense re- 
ports. 

As the Kardex clerks post the requisi- 
tions they watch for items to reach the 
reorder point. When one does, a physi- 
cal inventory count ticket (which inci- 
dentally is pre-numbered) is made out 
and sent to the stockroom supervisor. A 
count is made and the result entered on 
the ticket. It then goes back to the 
Kardex clerk who enters the Kardex 
quantity, extends the difference, and for- 
wards the ticket and the Kardex cards 
to the chief storekeeper. He reviews the 
picture, including the shortage or over- 
age, inserts the quantity to be ordered on 
the Kardex card, and sends it to an order 
clerk . The order clerk pulls the travel- 
ling requisition for the item from his 
files, enters the appropriate information, 
and sends it on to the purchasing de- 
partment. The travelling requisition is 
a fairly recent innovation. By using a 
card having all the standard information 
pre-typed on it, the only writing required 
at time of ordering is to fill in quantity 
and date. The saving in paper and 
preparation costs over those of the one- 
time requisition has been substantial. 


From this brief outline of the system 
two control features are apparent: 
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1. Book records must, through mere op- 
eration of the system, be constantly 
compared with physical quantities. 
Shortages, averages, and aberrations 
from plans are noted currently. This 
practice of counting at reorder time 
has as well very materially reduced 
the cost and inconvenience of the 
annual physical stock-taking. Now 
only those items that are not reord- 
ered need to be counted and even 
these can be spread over the year and 
serve, in part at least, as “fill-in” 
jobs. 

2. Constant review of planned maximum 
and minimum inventory figures and 
reorder quantities is provided, for 
the chief storekeeper’s experience to- 
gether with the information on the 
history card provides the data with 
which to appraise the current plan. 


While the system as described is, I 
think, a good one, the amount of manual 
record-keeping in such a large operation 
has been a constant problem. Now that 
is being solved by doing away with the 
manually posted records in favour of a 
punch card operation, which will reduce 
cost, provide more information more ac- 
curately, and be more flexible in opera- 
tion. 


While I don’t want to go into a full 
description of the new procedure two 
features of it are of particular interest. 
Instead of depending on the Kardex clerk 
to spot items at the reorder point, this 
is done mechanically. | New inventory 
cards are cut each day. When matched 
with master cards containing the mini- 
mum quantity, the items for reorder 
are automatically singled out and listed 
— in duplicate. This list is forwarded 
to the stores where the duplicate is hand- 
ed to the stockroom supervisor for count- 
ing. Prior to this the book inventory 
figures, which appear in the right hand 
column, are sheared off. He inserts his 
counts right on the list and they are 


then compared with the book figures on 
the original. For the reorder items, tra- 
velling requisitions, which now also act 
as history sheets, are pulled from the 
files. 

The other feature is the replacement 
of the duplicate single-item stores re- 
quisition, which was easy to post to 
the Kardex records, by a single multiple- 
item requisition which is considerably 
less expensive. You will recall that the 
purpose of the duplicate was to provide 
mill superintendents with information 
concerning the nature and physical quan- 
tities of items withdrawn from stores. 
Now instead of supplying this data by 
means of great batches of requisition 
duplicates, the punch card system pro- 
vides for a monthly accumulation of such 
data (or at more frequent intervals if 
required). 


Integration of Conflicting 
Material Control Objectives 

The examples I have used so far fall 
into the category of continuing records 
and regular reports. But over and above 
this type of control there is in most sit- 
uations a need for ad hoc or special re- 
views and investigations. Unusual events 
or changing circumstances may render in- 
adequate plans previously considered 
suitable or may disclose conditions not 
recognized before. Most businessmen 
have as well, I think, a backlog of pro- 
jects which they tackle as time permits. 
My last illustration falls into this cate- 
gory. 

Here is the problem. In one of our 
product lines, customers frequently order 
in quantities that are too small for eco- 
nomical production as job lots. As a 
matter of fact well over 50% of all or- 
ders in the line account for only about 
a quarter of total tonnage, although the 
amount of money involved is very sub- 
stantial. The wide variety of specifica- 
tions within the line, both of type and 
size, accentuates the problem of match- 
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ing prompt service to customers with eco- 
nomical production runs and low, order- 
ly inventories. What was the solution? 


First the metallurgical people had an 
inning. By analyzing a large sample of 
orders they ascertained that some of the 
types could be combined without in any 
way affecting the product quality. That 
was the start. Then a statistical analysis 
was carried out with the help of punched 
cards and an electronic calculator. It 
showed that a greatly reduced number of 
sizes would satisfy a large percentage of 
typical orders provided a certain increase 
in scrap loss could be accepted at the 
final finishing operation. Taken together 
these two reductions totalled more than 
50% of the number of items previously 
produced. It was also ascertained that 
by establishing a calculated inventory of 
standard stock items at an intermediate 
point in the production process, a very 
high percentage of typical orders could be 
filled from it with replenishment only 
required at intervals in keeping with 
normal production schedules. 


Of course the solution was not abso- 
lute and final. ‘Typical’ orders have a 
habit of changing, at least in the steel 
business. So the statistical program was 
set up to permit periodical reviews of the 
frequency distribution of sales orders 
and a formula developed to redetermine 
the standard items and to recalculate the 
required inventory and scrap losses in 
the light of the changing order pattern. 


In this instance improved service to 
customers and more economical schedul- 
ing of production were achieved through 
a planned increase in inventory, at what 
might be termed a multiple use stage, 
and a planned increase in scrap losses. 
It is also an example of the pervasive 
quality of material control problems, 
since all three of the major divisions of 
management — sales, production, and fi- 
nance — were involved in the problem 
and its solution. 


Summary and Conclusion 

What I have tried to do is to describe 
the general nature of the material con- 
trol problem, to emphasize that specific 
situations require specific treatment, and 
to show by means of examples how 
some pretty general rules can, through 
constructive thinking, be successfully ap- 
plied to certain aspects of the overall 
problem. While the examples I have 
used do, in my opinion, illustrate the 
proper approach to material control, they 
do not tell too much of the very prosaic, 
day-to-day management that is required 
in all parts of the organization, and in 
particular of the enthusiastic, imagina- 
tive, and hard-headed supervision by 
middle-management people who will get 
out in the plant “‘to see for themselves”, 
and who will ask and keep on asking dis- 
cerning questions and insist on specific, 
pertinent, and constructive answers. 


While, as I have tried to point out, 
there are no panaceas that will solve ma- 
terial control problems at the wave of a 
wand, there has been continuous develop- 
ment of methods and techniques over the 
years. I would like just to mention four 
fields in which there have been fairly re- 
cent developments that hold great pro- 
mise of assistance in the future. 


In the field of market research has 
been the recent work done in the esti- 
mation of inventories at successive stages 
in the distribution pipe-line, and I would 
refer to the National Industrial Confer- 
ence Board’s report ‘Measuring Dealer 
and Consumer Inventories” for an ex- 
cellent discussion of the subject. 


Mathematical statistics is an area in 
which accountants, to my way of think- 
ing, have done far too little exploring. 
It seems to me, for instance, that the po- 
tential usefulness to the industrial ac- 
countant of mathematical programming, 
which the current issue of The Harvard 
Business Review defines as “the planning 
of a complex of interdependent activities 
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in the best possible fashion’’, is simply 
astounding, even considering the limita- 
tions of the technique. And it is signi- 
ficant for us that some of its early suc- 
cesses have been in the field of material 
planning and control. 


This awakened interest in the mathe- 
matical statistical approach to business 
problems has a good running-mate in the 
almost incredible development of data 
processing machines, and I refer particu- 
larly to high-speed calculators and com- 
mon language machines. Some very 
profitable hours can be spent in study- 
ing the work done by the United States 
Steel Corporation along this line, as set 
forth in an American Management As- 
sociation booklet entitled ““A New Ap- 
proach to Office Mechanization: Integrat- 
ed Data Processing through Common 
Language Machines”. 


Finally there is the adoption by ac- 
countants of the almost century-old eco- 
nomic technique of marginal analysis. 
While I don’t mean to imply that ac- 
countants have only recently learned of 
the subject, recent years have seen a sud- 
den surge of interest which has been 
sparked by the writings of such people 
as Jonathon Harris in the United States 
and Messrs. Lawrence and Humphries in 
England. I strongly recommend ‘“Mar- 


ginal Costing”, a little 100-page book 


written by Lawrence and Humphries and 
published by Macdonald and Evans back 
in 1947. This way of thinking about 
cost-price-volume relationships has great 
possibilities and much to contribute to 
the planning and control of materials. 


To quote Professor Goetz again, ‘‘Man- 
agement accounting is a calculus of in- 
crements and opportunities.” An essen- 
tial part of management itself is the 
making of choices, the selection of the 
right course of action from two or more 
alternative opportunities. And the cost 
of choosing one is properly measured by 
the gain that would have been realized 
by choosing the other. Here are the op- 
portunities and the increments. They 
constantly recur in the planning and con- 
trol of materials, as witnessed by the con- 
flicting objectives that I talked about ear- 
lier. If the accountant would properly 
play his part as the “figure specialist’”’ in 
business, he must think in these terms 
and he must provide for management the 
facts and figures that correctly measure 
the alternative opportunities, both in an- 
ticipating the decisions and in apprais- 
ing their propriety retrospectively. Nor 
can he afford to forget that the selection 
of the “best’’ course of action is the 
role of management itself, which must 
embrace in its consideration many factors 
not within the province of “figure data’. 








Government 
Appropriation Accounting 





By George D. Iliffe, C.A. 


The why and wherefore of public appropriation 
accounts by the comptroller-general of Manitoba 





Cc would appear that our group may 
have time to consider something more 
of government accounts than the one 
phase which is generally described as “‘ap- 
propriation accounting”. The appropri- 
ation accounts in themselves are relatively 
simple and do not present any complex 
problem. Our discussion will probably 
be more informative if we consider the 
relationship between the appropriation ac- 
counts and the other main accounts and 
accounting records. Therefore, I will 
outline the broad general principles of 
government finance, then proceed to the 
appropriation accounts, and subsequently 
attempt to demonstrate the relationship 
of those accounts to several other main 
sections which are equally significant in 
the whole pattern. 


Common Source of Government Funds 


With some important reservations, but 
for the broad, general purposes of a dis- 
cussion, it is reasonably safe to say that 
there is a considerable measure of simi- 
larity between the financial and account- 
ing procedures of the three levels of gov- 
ernment in Canada. Their funds are ob- 
tained from essentially the same source, 
ie. the public, either as a taxpayer or as 
an investor, although perhaps by differ- 


ent procedures. All those funds are spent 
for the benefit of the public at large ac- 
cording to the wishes of the elected rep- 
resentatives of the people. 


All levels of government have two 
main sources of funds, vz taxation, li- 
censing, etc., and borrowing. Economic 
and political conditions vary from time 
to time, and the extent to which gov- 
ernments will draw upon either of these 
sources in preference to the other will 
change accordingly. It can be accepted 
as a general principle that any govern- 
ment will do its utmost to meet the ex- 
penditures which, either by statute or by 
its political concepts, it is committed to 
make. Those expenditures will be made 
from whatever funds the government has 
available or which can be obtained from 
either of the two main sources which I 
have just mentioned. The appropriation 
accounts are directly related to the spend- 
ing of those funds, irrespective of wheth- 
er they are provided from income or 
from borrowings. 


The “Public Accounts” 


The annual financial reports of the 
Government of Canada and of the in- 
dividual Provinces are known as the 
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“public accounts”. In order to illustrate 
the basic function of the appropriation 
accounts I would like to quote two of 
several tentative definitions of “public 
accounts” which were recorded at a meet- 
ing of a continuing committee of the fi- 
nance officials of the Provinces and of the 
Dominion during September 1949: 
Public accounts are a financial report 
provided by a government to account for 
the raising and spending of public funds 
and setting forth the financial position of 
the legislative or other body concerned. 
The public accounts are a financial ac- 
counting given by a government at the 
end of a stated fiscal period to the elected 
representatives of the people to whom that 
government is responsible. 

Some composite expression of those 
two definitions would provide a fair- 
ly clear indication as to the ultimate 
objective of all government accounting 
in Canada. 


I am not too sure that every Province 
and every municipality apply the term 
“appropriaton accounts” to that sec- 
tion of their accounts in which we are 
primarily interested. The term is, how- 
ever, that which is commonly used in 
the Province of Manitoba, and we have 
a series of separate accounts which as 
a group constitute our appropriation 
ledger. 


Why Appropriation Accounts? 


It would perhaps be desirable at this 
point to consider the particular circum- 
stance which gives rise to the need for 
the “appropriation accounts’; I am sure 
that you know full well that I am 
speaking of the budget. 

At least once each year there is a 
considerable amount of public interest 
in, and publicity given to, the budget 
of the Government of Canada and to 
the budgets of the Province, city, or 
municipality in which we, as individ- 
uals live. This is very much as it should 
be because the budgets of government 
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as a composite whole have, or can be 
made to have, a significant effect upon 
our personal circumstances and the eco- 
nomic welfare of the nation. 

“Budget time” in the office of a gov- 
ernment treasury official is strenuous to 
say the least. A budget in its final 
form is an estimate of the expenditures 
which the government proposes to 
make during its ensuing fiscal year, 
coupled with a forecast of the funds 
which it proposes to raise, from rev- 
enue or by borrowing, to meet those 
anticipated expenditures. Needless to 
say there is a great amount of detailed 
estimating, calculating, and summariz- 
ing by the staffs of the various depart- 
ments, branches, or agencies which either 
will spend or collect the funds. 

The major spending and taxing poli- 
cies of a government are clearly recog- 
nizable in any budget. By the time the 
budget reaches the attention of the 
public it has been carefully checked, 
reviewed, and revised by those who 
will be politically responsible for its ul- 
timate application. 


Annual Supply Bill 


As a general rule the treasurer intro- 
duces the proposed expenditures to the 
Legislature by way of the annual supply 
bill. In this document the expenditures 
are classified according to the various op- 
erating departments and are further sub- 
classified into various functions and ac- 
tivities of those departments. In general, 
each one of the sub-classifications is 
known as a “vote’’ and each one is dealt 
with separately by the Legislature and 
eventually approved with or without 
amendment. Finally, when all of the 
“votes” have been approved the supply 
bill itself is ratified. It will become law 
when it receives royal assent. 

Ratification of the supply bill in total 
usually coincides with the budget speech 
whereby the Legislature is advised, among 
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other things, how the government pro- 
poses to raise the money to pay the ex- 
penditures which have been or which will 
be authorized. By that time the govern- 
ment has reached the point of account- 
ability which I endeavoured to illustrate 
by way of the two definitions given in a 
previous paragraph. 

The various “votes” provide the ac- 
counting officers with the information 
from which to establish the appropriation 
accounts. In Manitoba we set up the full 
amount of each vote to the credit of the 
applicable appropriation account as at the 
first day of the new fiscal year. This 
practice is not uncommon and is based 
on the knowledge that the departments 
have been aware of their seasonal require- 
ments and will spend accordingly through 
the year. In some administrations, how- 
ever, these credits are not made in their 
entirety on the first day of the fiscal year 
but are made at intervals, presumably 
with the expectation of retaining a mea- 
sure of control over spending as related 
to the receipt of funds. 


The aggregate of the amounts placed 
to the credit of our appropriation accounts 
is equal to the amount of the operating 
budget and the amount of the royal war- 
rant which authorizes the funds being 
spent. Subsequently, when the various 
operating departments make expenditures 
and submit the bills, payrolls, etc., for 
payment, such payments are charged 
against the amount placed to the credit 
of the appropriation accounts which are 
specifically affected. As and when the 
latter procedure occurs each of the credit 
balances shows the remaining authority 
to spend; when the balance in any one 
account reaches “nil” that particular au- 
thority has been exhausted. 


Ban on Over-Expenditures 


It is usually provided either in a Pro- 
vince’s Treasury Act or in its Audit Act 
that no vote may be overspent. Irrespec- 





Mr. George D. Iliffe, C.A. was 
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pointed senior auditor on the staff 
of the comptroller-general of 
Manitoba and at that time estab- 
lished the provincial audit office 
on its present professional basis. 
He was appointed comptroller- 
general in 1944. 





tive of the responsibilities of the officials 
of operating departments, it is the duty 
of the central treasury officials to see that 
there are no over-expenditures. If in the 
course of the fiscal year a vote or appro- 
priation is in danger of being over-ex- 
pended, and if there is urgent need for 
additional authorization, a provincial go- 
vernment usually has authority to apply 
to the Lieutenant-Governor for additional 
authority by way of a special warrant. A 
special warrant is usually for a specific 
amount and is interim authority to make 
expenditures to that extent in excess of 
the amount voted by the Legislature. The 
legislation is not identical in all Pro- 
vinces, but it is reasonably safe to say 
that special warrants must either ‘be ap- 
proved by the next session of the Legis- 
lature or reported to it in detail, accord- 
ing to the statutory requirements. If, 
while the Legislature is in session, it be- 
comes apparent that an appropriation for 
the fiscal year then current is in immin- 
ent danger of being overdrawn, it is cus- 
tomary to introduce a supplementary sup- 
ply bill; such bills are usually dealt with 
fairly quickly. Either a special warrant 
or a supplementary supply bill is requir- 
ed when there is no vote applicable to 
some expenditure for which there is an 
urgent need. The amounts of special 
warrants and supplementary supply bills 
are placed to the credit of the appropria- 
tion account or accounts affected and ex- 
penditures may thereafter be made in the 
usual manner. 
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When estimates are being prepared for 
incorporation in the supply bill which 
will be submitted to the Legislature for 
approval, there is often a tendency to in- 


clude as many kinds of similar activities 


as may be possible within one vote. These 
several activities are almost invariably 
sub-classified within the total amount of 
the vote and as such are set up in ac- 
counts which are known as “‘sub-appro- 
priations” for the purposes of internal 
control. Departments are usually permit- 
ted, after Treasury approval has been 
obtained, to make transfers between sub- 
appropriations of this kind. I am not 
aware of any statutory authority to per- 
mit transfers between the main amounts 
which have been separately and specific- 
ally voted by the Legislature. 


When Funds Run Out 


In some ways the operation of an ap- 
propriation account is somewhat similar 
to the operation of one’s own private, 
personal bank account. If there is no 
balance, cheques cannot be written until 
the owner of the account makes a fur- 
ther deposit, even if he has to borrow 
money to do so. 

My last remark relative to borrowing 
money will probably answer the possible 
question as to what happens if a govern- 
ment has not been entirely successful} in 
collecting its revenues within the periods 
which it had originally expected and 
upon which it had based its budget. When 
this situation arises the Treasurer usually 
has statutory authority to borrow money 
and may proceed to do so without any 
great deal of formality. It is obvious 
that this necessity could arise even though 
there might be large unexpended bal- 
ances in the appropriation accounts. Al- 
ternatively, if a government was of the 
opinion that the necessary funds would 
not be forthcoming within the fiscal year, 
it might drastically curtail its spending 
program and the unexpended balances 
would ultimately lapse. 


For the purposes of this discussion I 
do not think that we should spend a 
great deal of time upon the auditing of 
expenditures charged to the appropria- 
tion accounts. It may be sufficient to say 
that the audit officer must see that no 
appropriation is overdrawn and must re- 
fuse to certify any payment which would 
give rise to that situation. He must also 
see that the payments are within the pro- 
visions of the statutes under which the 
service departments operate, and he usu- 
ally has the right to challenge any pay- 
ment for any reason whatsoever. As a 
general rule differences of opinion be 
tween the audit officer and a department 
may be formally disposed of by a ruling 
obtained either from the Attorney-Gen- 
eral or some other authority such as a 
Treasury Board. 

Departments customarily make com 
mitments for expenditures either by way 
of formal contracts (which may perhaps 
require approval by the Lieutenant-Gov- 
ernor-in-Council) or by orders placed 
through some central agency such as the 
Government Purchasing Agent or the 
Queen’s Printer. Either the applicable 
statutes or the regulations made under 
them will indicate whether or not tend- 
ers must be called and the extent to 
which competitive bids must be obtained. 
My own Province has legislation which 
permits purchases being made, in an em 
ergency, without the approval of the cen- 
tral purchasing authority being first ob- 
tained but subject to later review. Cash 
advances may also be made upon an ac- 
countable basis where the exigencies of 
the public service so require. 


Recording Procedure 


Because of the great volume of gov- 
ernment business and the large num- 
ber of commitments which are made from 
day to day, the question of whether or not 
to attempt to record them as charges to 
the relative appropriation accounts in the 
main books is sometimes perplexing. 














Opinions and practices vary to a consid- 
erable extent. In common with many 
other governments we in Manitoba do 
not record every commitment when it is 
made. Our procedure is not by any 
means unconsidered and casual, and it is 
subject to review and revision if, and 
when, circumstances warrant. At present, 
most if not all of our contracts for road- 
work and construction of buildings are 
chargeable to appropriations which are 
of a kind which do not lapse at the end 
of the fiscal year; under such circum- 
stances the question of commitments is 
substantially academic, for consideration 
in the wider field of contingent liabilities 
and subject to the terms of our contracts. 
Many of our other large appropriations 
are for expenditures which are based on 
statutory provisions, and the amounts may 
easily be calculated well in advance and 
require no great amount of revision dur- 
ing the year of spending the money. The 
operating departments are required to 
maintain constant supervision of their 
appropriations in conjunction with their 
commitments and to see that the total 
amount spent and committed does not 
exceed the amount voted for each specific 
purpose or activity. 


If a government recorded in its main 
appropriation accounts every commitment 
when incurred, it would be confronted 
with an accounting task which would in- 
clude countless adjustments for trivial 
sums in instances where the amount of 
the actual payment differed from the an- 
ticipated sum or where the order was only 
partially, perhaps never, fulfilled. Fur- 
thermore, during nine or ten months of 
the year there is usually an adequate bal- 
ance available in most appropriation ac- 
counts and it would be little more than 
a costly and laborious exercise in account- 
ing to maintain a commitment record 
under those conditions. The operating 
departments and the Treasury may be 
furnished with complete monthly state- 
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ments of the position of the appropria- 
tions on a cash basis from which an ex- 
perienced reviewer may detect any major 
trends towards over-expenditures. 


Many governments make every pos- 
sible effort to write cheques for all di- 
rect liabilities before the books are final- 
ly closed for the fiscal year. Where ap- 
plicable and necessary, accounts are set 
up to provide for principal accrued items 
such as school grants, interest on the debt, 
and anticipated refunds of revenue which 
are statutory and which may be determin- 
ed upon the basis of past experience. 


Centralized Government Agencies 


During the past 15 years the business 
of government has increased to such an 
extent that many of them have establish- 
ed centralized organizations which pro- 
vide services to the operating departments 
upon a cost basis. These services in- 
clude bulk purchases of various kinds 
such as stationery and office supplies, 
gravel, timber, asphalt, and other sup- 
plies for highway construction, equip- 
ment of various kinds, etc. As a general 
rule these centralized organizations are 
established by statutes which include the 
authority necessary to enable the Treas- 
urer to make advances to finance the 
transactions. In technical terms these 
special organizations are commonly 
known as “working capital funds” and, 
as such, operate quite independently of 
the appropriation accounts. Expendi- 
tures are made from these working cap- 
ital funds and the departments which 
utilize the services or materials acquired 
in that manner are invoiced for the cost 
of what they have used. I prefer to see 
the expenses of administering funds of 
this kind provided for by way of an or- 
dinary appropriation which is open to 
review by the Legislature. In my opin- 
ion no expenditures other than the actual 
cost of the goods or services should be 
cleared through the working capital fund. 
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If administrative expenses are charged to 
the fund and if an attempt is made to 
recover them by way of a surcharge on 
ptime cost, an operating surplus could 
arise in the working capital fund which 
might occasion an awkward adjustment. 
(It is interesting to speculate whether au- 
thority to make a surcharge on cost could 
be used, for example, to absorb losses 
caused by unwise purchasing by the ad- 
ministrator of an agency of this kind.) 
The transactions of these working capital 
funds are customarily accounted for by 
way of a statement of receipts and pay- 
ments which is presented separately from 
the final statement of the appropriation 
accounts which, of course, include the 
charges that have been cleared from the 
working capital funds. 


Because of the fact that some of the 
Provinces make provision for both their 
current and capital expenditures by way 
of a supply bill common to both, I 
have purposely avoided making any ref- 
erence to the revenue and capital divi- 
sions of the consolidated fund which are 
carefully segregated by some of the other 
Provinces. This fact is not particularly 
significant in a discussion of appropria- 
tion accounts as the general effect is 
much the same under either set of cir- 
cumstances. Perhaps the major difference 
is to be found in the fact that where 
there is a segregation of current and cap- 
ital funds, appropriations for current ex- 
penditures customarily lapse at the end 
of each fiscal year whereas appropriations 
voted for capital purposes do not cus- 
tomarily lapse in that manner and are 
continuous until the expenditures are 
made or until the authority to spend is 
formally revoked. 


Objective Analysis of Expenditures 


I indicated in an earlier paragraph 
that the “votes” or “appropriations” gen- 
erally fullow a pattern of the activities of 
the various departments of government. 


At the end of each fiscal year, they are 
reported in the public accounts in pre- 
cisely that manner. However, the ac- 
countant’s problem does not by any 
means end with the maintenance of the 
appropriation accounts and the relative 
working capital funds. Governments in- 
variably wish to be provided with a far 
more detailed analysis of the expendi- 
tures which will indicate the amount 
spent for salaries and the many different 
kinds of expenses for which money is 
spent. This requirement leads to the 
maintenance of an extensive subsidiary 
ledger showing all of the necessary par- 
ticulars. This latter group of accounts 
contains what is spoken of as the “‘ob- 
jective” analysis of the expenditures; it 
is found to be of considerable use and 
significance when the budget is being 
prepared each year. With this informa- 
tion it is possible, where necessary, to 
prepare statements of the cost of operat- 
ing the various institutions, road ma- 
chinery, etc., upon a basis of standard 
units. 


Expenditures charged to government 
appropriation accounts are classified and 
reported in much the same manner as are 
the expenditures of a financial, commer- 
cial, or industrial corporation, although 
the distribution which is made is perforce 
more extensive. One noticeable dissimi- 
larity in governmental accounting is to 
be found in the treatment of capital ex- 
penditures. Many governments which 
borrow money for specific capital ex- 
penditures customarily capitalize the cost 
of the outlay and carry it on the books 
until the debt is retired, at which time 
the cost of the asset is written off. On 
the other hand, each accounting officer or 
finance official seems to have his own 
opinion and established method of re- 
cording the value of assets acquired by 
way of expenditures made from current 
account, and there is no general uni- 
formity. This problem has provided ma- 
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terial for interesting discussions at meet- 
ings between the Continuing Committee 
appointed by the Provinces to study ac- 
counting matters in conjunction with the 
C.1.C.A. Committee on Government Ac- 
counts. 


Public Accounts Committee 


The preparation of the budget, the 
ratification of the supply bill, the budget 
speech, and the ensuing responsibility of 
a government to account to the Legislature 
for its administration of the authorized 
expenditures during the fiscal year for 
which they were approved have already 
been discussed. A complete and detailed 


statement of the appropriation accounts 
is given each year in the public accounts, 
and this document is tabled by the Treas- 
urer at the next ensuing session of the 
Legislature for consideration by its mem- 
bers either individually or in Public Ac- 
counts Committee. When a Public Ac- 
counts Committee has completed its ex- 
amination of the public accounts and 
such witnesses and documents as it wishes 
to call for, it reports back to the Legisla- 
ture, making any observations which it 
sees fit. The committee’s report is dealt 
with by a resolution of the whole as- 
sembly and the cycle of responsibility 
and accountability is thereupon com- 
plete. 


A TALE WITH MORE THAN ONE MORAL 


Mr. C. E. R. Bazett, of Rutherford, 
Bazett & Co., Chartered Accountants, 


CHIEF ASSESSOR TO MR. X 


Dept. of National Revenue, 
Vancouver, B.C. 
October 12, 1954 
Dear Sir, 

In reviewing your 1953 Income Tax return 
it is noted from information on hand that 
you sold potatoes in that year but we are 
unable to find that the sale was reported as 
income. Will you kindly check your records 
and advise if this was an oversight. 

Yours, &c., 
CHIEF ASSESSOR 


MR. X TO CHIEF ASSESSOR 


East Kelowna, B.C., 
October 13, 1954 


Dear Sir, 

In view of the fact that I bought enough 
seed potatoes last year to seed two acres you 
have, I gather, come to the very reasonable 
assumption that I must have so!d some. 

The story is that I had a Dutchman work- 


Kelowna, B.C., vouches for the truth of 
the following. Mr. X is his client. 


ing for me who spent the winter telling me 
how he grew potatoes in Holland. Come the 
spring he wanted to seed a couple of acres on 
my land and go shares on the harvest—me 
to supply the potatoes and the land and he 
and his wife to put up the work in his spare 
time. 

So I got enough potatoes for two acres and 
gave them to him and next thing I knew he 
had seeded the whole [one word censored] 
lot in a quarter of an acre. Never cut them 
up or arything. Said that was how they 
did it in Holland. 


Well this isn’t Holland and you can’t plant 
potatoes six inches apart in two foot rows. 
He neglected them into the bargain and then 
left in the middle of the season on five hours 
notice. 

I disced the mess up and did not sell a 
single [two words censored} potato and 
the moral is that all Dutchmen know how to 
eat potatoes but this does not necessarily 
mean they know how to grow them. 

Yours &c. 
MR. X 





Report on 1954 Annual 
Technical Sessions 


Conference: 


For Practising Accountants 


By Frank T. Denis, C.A. 


A summary of the highlights of 
the technical sessions at the Winnipeg Conference 





OMME membre de [I'Institut des 
Comptables Agréés de la Province 
de Québec il me semble que je devrais 
vous adresser mes paroles dans la langue 
francaise — but it is highly probable 
that there are some who may not under- 
stand, so I propose making my remarks 
in English. 

The convention agenda calls for a 
summary report or synoptic review of the 
highlights of the technical sessions, and 
it is my particular task to deal with 
those papers and discussions which were 
prepared for practising accountants. 

A great deal of thought and planning 
has gone into this year’s program. It was 
the aim of the Annual Meetings Com- 
mittee to offer those who attended not 
only a wide choice of topics, but also 
an opportunity and invitation to partici- 
pate in discussions which might be help- 
ful in the conduct of business. I venture 
to say “The New Look” of the C.I.C.A. 
is here to stay. 

The conference registration desk has 
advised me that there have been 218 non- 
Winnipeg registrants. Coupled with the 
enthusiastic interest (and perhaps pride) 
of the local members, the attendance has 





far exceeded the wildest expectations of 
the committee. Emergency measures have 
had to be taken to provide for additional 
sessions. This speaks well for the elas- 
ticity of the system employed. As word 
spreads of the success of this year’s con- 
ference I envisage a formidable accom- 
modation problem for the next and suc- 
ceeding years. 


In his charming words of welcome on 
August 23, His Worship Mayor Garnet 
Coulter referred to the importance of na- 
tional unity. He said that one of the 
binding forces to that end was an aware- 
ness that the kind of people in one part 
of the country are the same as those in 
another part. If I may be permitted to 
paraphrase this thought, I suggest that 
this spirit has been evidenced among us 
chartered accountants because basically 
the problems in the east or the prairies 
do not differ greatly from those on the 
west coast or elsewhere. 


We all heard Mr. George Currie’s ad- 
dress in which he so ably dealt with the 
evolution of an audit practice from the 
detailed audit for accuracy of yesterday 
to the highly specialized profession it is 
today and will be tomorrow. I make men- 
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tion of this only for the record as no 
words could adequately express our ap- 
preciation for his having come to address 
us. [Mr. Currie’s address was published 
in the October 1954 issue.] 


Tuesday Sessions 


I now turn to the sessions of Tuesday, 
August 24 and Wednesday, August 25. 
In addition to a chairman and panel 
members, each discussion group was 
assigned a rapporteur whose function it 
was to pick the meat out of the dis- 
cussions and record any matters which 
might merit further study and considera- 
tion. These reports have been handed 
to me and I propose reviewing the high- 
lights seriatim. 

“Day to Day Problems of Conducting 
a Practice” on Tuesday, August 24 took 
the form of a panel discussion on the 
practical problems that arise in the con- 
duct of a professional practice. It dealt 
with a wide range of matters and set the 
pattern for many of the topics discussed 
the following day. Chairman of this 
group was Mr. Frank A. Coffey, C.A. 


“Taxation and Accounting Principles”’ 
was discussed by another group the same 
day with Mr. George Richardson, F.C.A. 
as chairman. It dealt primarily with two 
topics: (a) capital gain and losses, and 
(b) the impact of the repeal of reg. 1100 
(4)). Ways and means of dealing with 
tax savings or tax deductions as a result 
of depreciation charges were explored 
and provided considerable spirited dis- 
cussion. 

The heavy registration required the 
committee to arrange at the last moment 
for additional groups at each of the Wed- 
nesday sessions. An attempt was made 
in July by way of canvass to determine 
the number of persons who would at- 
tend each of the sessions programmed. 
While indicative it was not very accur- 
ate, but in most instances the figures 
erred on the safe side. This resulted in 





337 


our having provided in some instances 
too many groups, but this was easily 
overcome by merging groups where feas- 
ible. 


Wednesday Morning Sessions 


“Auditor's Reports on Financial State- 
ments’, with the discussion led by Mr. 
J. R. M. Wilson, F.C.A., on Wednesday 
morning, arrived at the following con- 
clusions: 

(1) Standard form of report was de- 
sirable. 
U.S. wording was favoured in part. 
Where generally accepted account- 
ing principles have not been con- 
sistently followed and the effect is 
material and disclosure is contained 
in the statements or notes, the 
auditor should no¢ qualify his report 
where the change is “to the good”, 
but should report where the change 
is ‘“‘to the bad”. 
Some direction appears necessary as 
to whether the auditor's report 
should be qualified if the accounts 
receivable are not confirmed or the 
inventory check not observed. 
(5) The auditor is morally, if not legal- 
ly, bound to express an opinion. 

“Staff Recruitment and Training” was 
discussed under the chairmanship of Mr. 
R. N. A. Kidd, C.A., and the follow- 
ing conclusions were arrived at: 

(1) There is a shortage of university 
men entering the profession and in 
many instances the quality is not up 
to the desirable standards. 
Consideration should be given to 
allowing credit towards period of 
articles for ‘summer’ students. 


Perhaps the approach to students 
should be made on an_ Institute 
basis rather than by the larger firms, 
as the smaller firms cannot compete 
dollarwise for better students. 


(4) There is a need to supplement train- 


(2) 
(3) 


(4) 


(2) 


(3) 
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ing on the job by formal staff train- 
ing classes. 

(5) It was suggested the Institutes (a) 
provide facilities for the small firms 
requiring help in the preparation of 
manuals, and (b) consider the es- 
tablishment of cooperative staff 
training schools. 


“Control and Valuation of Inventories” 
was the topic of the group led by Mr. 
F, J. Tibbs, C.A. There appears to be 
an increasing trend for the auditor to 
attend at stocktaking in Canada. It is 
recommended that immediate action be 
taken by the Research Committee to re- 
consider Bulletin No. 7 with a view to 
making attendance at stocktaking part of 
normal audit procedure in Canada. It 
was suggested that a poll be taken in 
Canada on the above subject. 


“Taxation Problems on Purchase or 
Sale of a Business’ had Mr. William 
Aitken, C.A. as chairman. Considerable 
discussion was held dealing with the sale 
of a partnership to a corporation and 
ways and means of arriving at the valua- 
tion of goodwill which would be accept- 
able to the Tax Department. It was con- 
cluded that each case would have to be 
judged on its own facts. 


It was recommended that clarification 
be sought of s. 82(13) and (14) deal- 
ing with deficit of inactive companies 
which recommence operations so as to set 
forth more clearly at what point of time 
a company is considered to be operative 
or inoperative. 


Wednesday Afternoon Sessions 


“Fees and Staff Remuneration” was 
treated by one group on Wednesday 
afternoon. I would venture to say that 
the discussions on this topic provided 
the most good clean fun we had. The 
material was ably presented by two high- 
priced chairmen who parried every ques- 
tion as to just how high-priced they 


were! There appeared to be unanimity 

of opinion that: 

(a) Fees for audit work could not com- 
mand rates comparable to legal or 
medical scales, although special work 
should. 

(b) The general trend is to a higher 
proportion of seniors on a balanced 
staff to meet the needs of servicing 
clients properly. 

“Evaluation of Internal Control” was 
dealt with under the leadership of Mr. 
W. W. Smith, C.A. No contentious 
matters were brought up in this dis- 
cussion, and it was generally conceded 
that internal control properly evaluated 
was as important to a-small audit as to 
a large one. The auditor can render 
considerable service to his client by a 
close scrutiny of the internal control with 
a view to strengthening it where econom- 
ically posssible. 


“Special Tax Problems of the Oil In- 
dustry’. This was the one specialized 
session the practising accountants held 
and was conducted on a panel discussion 
basis. The three main questions were: 
(a) Who is entitled to claim expenses 
incurred in producing or searching 
for oil? 

(b) What are expenditures in terms of 
s. 53? 

(c) Depletion allowances. 


Both the industry and legislation are 
going through the initial period of meet- 
ing new conditions as they occur, which 
gives rise to a complex tax allowance 
structure. Mr. Gordon Burton, C.A. 
was chairman. 

“Special Tax Problems of the Sole 
Proprietor and the Family Corporation’. 
This group, under the chairmanship of 
Mr. E. N. H. Wright, C.A., drafted the 
following resolutions: 

1. Resolved that the C.I.C.A. recom- 
mend to the Minister of Finance 
that the Income Tax Act be amended 
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to remove the gross injustice which 
now exists whereby the benefits to be 
derived from contributions to ap- 
proved pension plans are denied to 
sole proprietors and to partners; in 
particular to those members of pro- 
fessions whose code of ethics or 
governing Acts requires that they 
must practise as individuals and not 
as corporations. 

2. Resolved that the Taxation Commit- 
tee of the C.1.C.A. submit to the 
Minister of Finance a recommenda- 
tion for amendment to the Income 
Tax Act to remove the necessity for 
corporations issuing redeemable pre- 
ference shares as a means of paying 
out tax-paid undistributed income. 

(It was suggested that disclosure by 
way of a note to the balance sheet 
should be made where the liability 
for personal income tax of a sole 
proprietor or partnership was sub- 
stantial and would be discharged by 
cash withdrawn from business funds.) 


The group felt that the Taxation Com- 
mittee should review the following items 
relating to the Act: 

(1) When a corporation with undis- 
tributed surplus sells all its assets 
and elects subsequently to be taxed 
as a personal corporation it seems 
that it cannot take advantage of 
s. 105(2) in order to pay the 
special tax of 15% on an amount 
equal to the dividends previously 
paid. 

(3) Where a farmer or fisherman who 
has taken advantage of five year 
averaging of income dies immedi- 
ately following a five year period, 
he loses advantage of this privilege 
and is taxed in that year on his in- 
come for the one period. 


Suggestions Welcome 


We learned many things at this con- 
ference. The material was good, the 


facilities were good, and the talent was 
good. If it is decided that the pattern 
of this conference is to be continued 
members of the Annual Meetings Com- 
mittee will be most happy to pass on 
the benefit of their experience. The 
difficulties have been few and very minor. 
One suggestion we did receive was that 
it was perhaps inadvisable to schedule a 
session involving taxation at the same 
time as one on other subjects. We will 
be glad to receive other constructive criti- 
cism. 


May I in conclusion offer a few com- 
ments on the question of non-practising 
accountants. I wish someone would come 
up with a suitable “handle” for them. 
The greater the number of chartered 
accountants the greater will be the num- 
ber going out into commercial fields. The 
past president, Mr. W. J. Macdonald, 
has just stated that 43% of the member- 
ship come in this category, and this does 
not include the number who have drop- 
ped their C.A. affiliation. On the other 
hand, I once heard the* remark that the 
problems of provincial councils are al- 
most 90% occupied with the affairs of 
professional members. Something is out 
of balance somewhere. I feel that this 
program has gone a long way towards 
focussing attention on this situation. I 
wish I could have attended more of their 
sessions. Mr. Philip Chester, our opening 
speaker, suggested that serious considera- 
tion should be given to the problem. 
C.I.C.A. committees evidently have this 
in mind and would welcome any con- 
structive thoughts of members. 


Lastly, I want to pay tribute to the 
genial chairman of the Annual Meet- 
ings Committee, Howard Ross. Howard 
has pretty well masterminded the design 
of this conference insofar as the tech- 
nical sessions are concerned, and I feel. 
that his continuous enthusiasm, optimism, 
and hard work have resulted in an 
achievement of the highest order. 
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Report on 1954 Annual Conference: 


For Non-Practising Accountants 


By C. E. Gordon Earl, C.A. 


A summary of the highlights of 
the technical sessions at the Winnipeg Conference 





It is my very pleasant duty to report 
on those technical sessions held during 
this conference which were designed to 
appeal to non-practising members. But 
before dealing with the sessions indivi- 
dually, I would be ~ miss in my duty if 
I did not mention the excellent manner 
in which these presentations were re- 
ceived by the members who attended, 
and the very capable manner in which 
the sessions were conducted by the vari- 
ous chairmen. 


It is my intention to discuss the ses- 
sions in chronological order and to 
present in such detail as I deem neces- 
sary the remarks of the various rappor- 
teurs who so ably recorded the proceed- 
ings at them. My report does not in- 
clude the paper delivered by Mr. Wil- 
liam F. Holding as this was a general 
session which everyone had the oppor- 
tunity to attend. [This paper was pub- 
lished in the October 1954 issue.] 


Tuesday Sessions 


On Tuesday, August 24, at 9.30 a.m., 
Mr. Frank S. Capon, C.A. presented 
a paper entitled “Practical Financial 
Management — Blueprint for Profits”. 
[This paper was also published in the 
October 1954 issue]. 
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In his early remarks, Mr. Capon 
stressed that profits in business don’t just 
occur — they must be planned. A 
business is generally established on a 
permanent, not temporary, basis, and 
hence it is not only desirable but essen- 
tial that its management would be able 
to measure its future profitwise. In 
addition the accurate forecasting of pro- 
fits is essential to the continued success 
of any business operation whether large 
or small. An integral and important 
part of the information required for 
profit forecasting must be obtained from 
management personnel in charge of sales, 
manufacturing, advertising, etc. At the 
same time, the accounting officers must 
possess an accurate working knowledge 
of all departments in order to assess 
properly the information supplied by the 
various sources for purposes of profit 
forecasting. All levels of management 
must know, understand, and believe in 
the value of the forecast plan for profits. 
This session was conducted under the 
chairmanship of Mr. Daniel Sprague, 
C.A. 

At 11:00 o'clock the same morning, 
with Mr. Sprague again in the chair, 
Mr. George Aitken, C.A. presented a 
paper entitled “Efficient Administration 
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— How Does Your Business Rate?”. 
He very aptly described, in surprising 
detail considering the time at his dis- 
posal, those “check points” by which 
he would “rate the effectiveness of ad- 
ministrative procedures’ using as general 
captions organization, personnel, system 
and procedures, and controls. Under 
this grouping, he spoke on organizational 
charts, job classification, salary standard- 
ization, staff welfare programs, account- 
ing machines, printed forms, periodic 
statements, planning the roles of the 
external and internal auditor and man- 
agement consultant. In conclusion, he 
expressed the thought that philosophies 
and techniques in combination with the 
all-important human factor, skilful co- 
ordination, and aggressive leadership 
could only result in effective adminis- 
tration. In the question period which 
followed most of the questions from the 
audience arose from such matters as the 
handling of forms, the use of self- 
rating procedures, the effect of the use of 
a median as well as maximum and mini- 
mum limits in salary schedules, consist- 
ency of rating, organization levels to 
which merit rating should apply, and the 
ranking, as opposed to the rating, of 
jobs — all were concisely and effectively 
answered by the speaker. [This paper ap- 
peared in the November 1954 issue.] 


Wednesday Morning Sessions 


“Preparation of the 
Annual Reports to Shareholders” 


A heavy schedule of technical sessions 
was held on Wednesday, August 25 at 
the University of Manitoba in Fort Garry 
commencing at 9:30 a.m. and continuing 
throughout the day. For these the mem- 
bers divided into groups. At 9:30 a.m. 
Mr. Louis Driscoll, C.A. presented a 
paper to one group on the ‘‘Preparation 
of the Annual Reports to Shareholders” 
[published in the November 1954 issue]. 


This meeting was under the chairman- 
ship of Mr. K. J. Morrison, F.C.A. 


In the presentation of his paper, Mr. 
Driscoll discussed the improvements in 
present-day reporting and the American 
influence on our reporting, and com- 
mented on the “tell them nothing” at- 
titude of the past in preparing reports as 
compared to the present-day tendency 
of going to the other extreme. Other 
important thoughts which he developed 
pertained to the information which is 
looked for in an annual report and the 
minimum information which the report 
should contain. He discussed the value 
of the reports of the president and man- 
ager which are included as part of the 
annual report and the need for the 
auditor’s influence in their compilation. 
He also pointed out that the auditor's 
certificate should cover the explanatory 
text inserted by the company in respect 
to the accounts because very often such 
information was incorrectly stated, and 
hence misleading. 


The paper itself provoked considerable 
discussion from the floor, but unfortun- 
ately the time element curtailed a full 
discussion. The points raised were well 
received and the audience would obvious- 
ly have pursued the subject further had 
time permitted. However, to give some 
indication of the discussion which en- 
sued, the following are some of the ques- 
tions which were directed to the speaker 
for reply: 

(1) One questioner referred to a com- 
pany which gave full explanatory 
comments under each item on the 
balance sheet and asked what was 
the reception by the shareholders 
of this procedure. The speaker re- 
plied that in a widely held com- 
pany with delegate elections and 
representations the procedure was 
definitely advantageous because of 
the large number of individuals and 
groups without accounting knowl- 











edge who would be reading and dis- 
cussing the annual report. 


(2) Another pointed out that very few 
companies show in statement form 
the changes in the cash position dur- 
ing the year although it is more 
important and revealing than a 
statement of the source and applica- 
tion of funds. Would it not, he 
asked, be more understandable from 
a shareholder's point of view? The 
speaker pointed out that this prac- 
tice was followed by some com- 
panies. 


The meeting then considered a situa- 
tion in which the president of a com- 
pany gave a very pessimistic report of 
trends and prospects of his company for 
the future. This report had an adverse 
effect on the stock of the company and 
many of the shareholders sold their 
holdings. Shortly after, large, contracts 
were announced which the president 
must have been aware of at the date of 
the annual report. This type of mis- 
leading report was associated with the 
auditor’s report in the financial section 
of the annual report. Considerable dis- 
cussion took place as to the position of 
the auditor, and the meeting generally 
agreed that the auditor should guide 
management in what he thinks the com- 
pany can wisely report to shareholders 
and the public. It was also agreed that 
it was risky to give long term forecasts 
as this was a very delicate subject. Re- 
ports should deal with past perform- 
ance and briefly with future prospects. 
A further thought was developed on the 
importance of emphasizing the independ- 
ence of the auditor. It was felt that this 
might be accomplished in some degree 
by devoting a separate page of the an- 
nual report to the auditor's report. 


The view was also expressed that the 
public could understand financial detail 
better if expressed in narrative form and, 
hence, perhaps the president's report was 
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a more important document than the 
financial statements. Financial reports 
are not readily understood by the un- 
informed. Therefore, it is more im- 
portant that the report be prepared in 
such a manner as to make it readily 
understandable. 


In his summary, the chairman pointed 
out that the auditor has a heavy re- 
sponsibility to see that all pertinent in- 
formation is disclosed in the report but 
at the same time he cannot assure that 
everyone who reads the report will under- 
stand it. The report of management in 
the annual report is a most important 
and integral part, and more influence 
should be directed to its compilation 
by practising and non-practising account- 
ants. 


“The Operating Budget” 


Running concurrently with this meet- 
ing, another one, under the chairmanship 
of Mr. John Parton, F.C.A., was listen- 
ing to a paper delivered by Mr. John 
M. Thompson, C.A. on “The Operating 
Budget” [published in the November 
1954 issue]. 


Mr. Thompson's paper introduced a 
concept of budget planning which is 
quite new to most. He referred to it as 
the “new look’’ in planning which re- 
moves budgeting f:.. .ae realm of 
the compilation of ‘igures to that of 
promised performance. He emphasized 
that the day has ended when the only 
restriction on achieving new sales volume 
records was the ability to produce, with- 
out regard for cost. Competition is very 
keen because of (1) the endeavour of 
domestic manufacturers to gain a greater 
share of the market and (2) foreign com- 
petition against which there is only 
modest tariff protection. These factors 
tend to force prices down, while at the 
same time production costs are rising. 
Something must be done to widen the 
gap sufficiently to provide a reasonable 
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profit. This requires sound planning. 
A budget plan that was nothing more 
than a forecast of business volume for 
the succeeding year was not enough. It 
did not place responsibility on the oper- 
ating managers for anything but the pro- 
duction of goods as ordered. 


It was recognition of the fact that 
major economies could be effected in 
production of goods that brought about 
the new concept of budget-planning 
around productive capacity rather than 
projected sales volume. The plan con- 
templates the estimating by the operating 
manager of the volume of production 
necessary from his division to produce 
the minimum return required, having re- 
gard for the greatest economies which 
may be effected without jeopardizing 
efficiency and quality of product. At the 
outset this may be more or less than the 
selling organization is capable of dis- 
tributing, but from there on, the sales 
department becomes an integral part of 
the team which is working toward a 
satisfactory return from that division. If 
time and effort prove that the division 
cannot be developed to the advantage of 
the company’s operation as a whole, then 
consideration may be given to its discon- 
tinuance. 


A target return expressed as a per- 
centage on total assets employed in each 
division has been set as the minimum to- 
ward which each must strive. The 
speaker explained that while the target in 
the operation of his company has been 
set at 20%, it may or may not be 
adequate for other industries. 


The discussion period which followed 
served mainly to clarify, in the minds of 
the questioners, some of the points dealt 
with in the context. One interesting 
point had to do with the acceptance 
by and cooperation of all concerned in 
the performance of the plan. This prob- 
lem had arisen and its correction de- 
pended upon comprehensive internal 


communication. Objectors usually were 
satisfied when they knew and understood 
the relationship between their function 
and that of others in the overall opera- 
tion. 

In reply to a questicn regarding the 
comparison of the return of one di- 
vision with that of a more or less suc- 
cessful division, in its relation to the pro- 
jected minimum return from the total 
operation, the speaker re-emphasized the 
necessity of impressing on the man- 
agement of each division the importance 
of all striving for a maximum of return 
whether it go beyond or fall short of 
the target. 

This very interesting plan introduces 
an approach to budgeting which is a 
reversal of the commonly used forecast 
based on expected sales volume. It takes 
the accountant out of the field of plan- 
ning and places him in an interpretative 
capacity where he is best qualified to per- 
form. It elevates the planning to the 
managerial level where it really should 


be. 


“Internal Reports to Management" 


At 11:00 a.m. on Wednesday, August 
25, also at the University of Manitoba 
but under the chairmanship of Mr. Ken- 
neth J. Morrison, F.C.A., Mr. Malcolm 
S. Sutherland, C.A. presented a paper on 
“Internal Reports to Management”. The 
paper was directed to industry and in- 
ternal reports for industrial control 
rather than to the financial type of re- 
ports to top management and directors. 
The paper provoked a considerable dis- 
cussion from the floor and, as a con- 
sequence, I intend to devote my remarks 
to the points brought out in discussion. 


The meeting considered the use of the 
four-week accounting period and the 
speaker was asked if this period had 
been in use in his own company and 
then discarded. He replied in the nega- 
tive and stated that the four-week period 
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had been used by his company to good 
advantage for some years. The value 
of the four-week period depended on the 
type of business, and some discussion 
arose in respect to year-end problems 
when a four-week period was used. Those 
participating agreed, however, that a 
four-week period gave better comparison 
of information and speeded up the pro- 
duction of data and provided a more 
regular routine. The comment was made 
that too much emphasis was placed on 
closing the books each period and it was 
not necessary that statements agreed ex- 
actly with the records. In other words, 
too much accuracy was unnecessary. 


Reports to management were discussed 
and it was stated that the best method of 
selling reports to management was 
punctuality. Speed of preparation of re- 
ports was most important as “hot re- 
ports” are the only ones which are useful. 


Someone declared that if reports do 
not agree with the records, they tend to 
be inaccurate but he was answered by a 
further comment that only a degree of 
accuracy is required. Reports which can 
be prepared quickiy cost less to produce 
and are more effective. In preparation 
of internal reports and in posting cost 
records the suggestion was made to drop 
the “cents” from the figures to effect a 
saving, but the view was opposed on the 
ground that this procedure would lead 
to imaccuracies. 


The meeting considered the problem 
of staggering accounting work to avoid 
the delay in producing reports at the 
month-end because of the volume of 
other necessary month-end accounting 
work. It was stated that there is a mis- 
conception in most offices as to how fast 
the work has to be produced since in 
point of fact most accounting routines 
can be performed at times other than the 
month-end. A certain amount of re- 


seatch in most offices would eliminate the 
bottleneck in the month-end accounting 


work. One member stated that in his 
particular company they do in fact per- 
form some of these routines, such as 
bank reconciliations, etc., during the 
month rather than at the end of the 
month. 

It was suggested that reports should 
be reviewed periodically as to their value 
and use. Preparation of unnecessary 
data which serves no useful purpose is 
costly to the company and should be 
avoided. 


Financial Controls over Materials’ 


Speaking to another group, also meet- 
ing at 11 a.m. on Wednesday, August 
25, Mr. Robert B. Taylor, C.A. presented 
a paper entitled ‘Financial Controls 
Over Materials” [see pp. 319-328 of this 
issue}. He pointed out the need for 
those financial controls over materials 
which provided management with cur- 
rent reports so that immediate action 
could be taken on any deviations from 
estimates. The targets for material con- 
trol were defined as: 

(1) Prompt 
orders, 

(2) The maintaining of investment in 
inventories to a minimum, 

(3) The keeping of production costs as 
low as possible while maintaining a 
uniform work load. 


The speaker outlined in detail the ma- 
terial control system of his own com- 
pany and explained how the re-ordering 
of stores items was initiated by the clerk 
maintaining the stores records when the 
inventory fell below the minimum re- 
quirement. He also pointed out that his 
company adopted the practice of taking 
a physical inventory at the time of re- 
ordering, thus reducing the cost of con- 
ducting the overall stock-taking of the 
company at the year end. The effective- 
ness of material control in any company 
depends upon the enthusiasm, imagina- 
tion, and rigid supervision of middle 


servicing of customers’ 
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management who will visit the plant for 
first-hand information, who will ask per- 
tinent questions and insist on specific and 
constructive replies. 

After presenting his paper, the speaker 
was asked a number of relevant ques- 
tions, such as “Do you take a physical 
count each time an item is re-ordered?” 
“How is the scrap controlled by the 
speaker's company?” “Does the speaker 
think that the paper work involved in 
detailed inventory control in a wholesale 
house is worth the cost and time?” etc. 
These questions were ably handled by 
Mr. Taylor to the satisfaction of the 
questioners. 


“Government Appropriation Accounting” 
Still another group was also meeting 
at 11:00 a.m. to hear Mr. George Iliffe, 
C.A. present a paper and conduct a dis- 
cussion on “Government Appropriation 
Accounting” [see pp. 329-335 of this 
issue}. 
In the discussion which arose from the 
paper, the meeting agreed that there was 
a broad uniformity between the three 
levels of government in the financial 
accounting procedures. Once the budget 
was prepared, however, there appears to 
be quite a deviation between the federal 
and provincial governments on one hand 
and municipal government on the other. 
In the former, amounts authorized must 
be spent specifically and exclusively as 
appropriated. In the latter, a measure 
of flexibility existed and funds budgeted 
for one purpose could be switched to an- 
other within the budget as a whole. 
A controversy arose as to the lack of 
uniformity in appropriation accounting. 
Some preferred that funds be released to 
the disbursing departments in instalments 
to effect a curb on spending. Others 


stated that the allotment should be on a 
quarterly basis and if the funds remained 
unexpended at the end of that time, they 
then lapsed with the proviso that in 
subsequent quarters they could be spent 


if properly substantiated by the budget 
committee. It was noted that in one 
Province school grants were paid not 
later than a date fixed by statute, where- 
as in another Province the payment was 
made to councils with need and avail- 
ability of cash for the purpose. The 
meeting touched lightly on: 


(1) The fund basis of finance whereby 
revenue or current funds were segre- 
gated from the capital funds; 


(2) Commitment control whereby the 
appropriation was charged directly 
a commitment was made and ad- 
justed subsequently when the actual 
cost was known and the expendi- 
ture made. 


Wednesday Afternoon Open Forum 


An open forum was held on Wednes- 
day afternoon at the University of Man- 
itoba and took the form of a panel dis- 
cussion of questions submitted by mem- 
bers. The panel was composed of the 
following chartered accountants: 


Mr. E. HAROLD BANKS, C.A. (Chairman) 
Comptroller, The Hydro Electric Power Com- 
mission of Ontario, Toronto. 

MR. ALEXANDER CAMPBELL, C.A., 
Treasurer, Western Canada Breweries Ltd., 
Vancouver. 

Mr. GEORGE F. R. PLUMMER, C.A., 

Assistant General Manager, 

The Dunlop Tire & Rubber Goods Co. Ltd., 
Toronto. 

Mr. W. STANLEY ROTHWELL, C.A., 
Treasurer, Abitibi Power and Paper Co. Ltd., 
Toronto. 

MR. D. FRASER WILSON, F.C.A., 

Assistant Secretary, The T. Eaton Co. Ltd., 
Toronto. 

In each case a question was directed 
to a particular member of the panel; the 
reply to it was followed by further com- 
ments by other members and also from 
the floor. This forum was very well 
attended and created much interest, and 
the members of the panels are to be com- 
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plimented on the excellent manner in 
which each question was discussed. 


The first question was “Can cash fore- 
‘casting be simple, yet effective?” <A 
fairly detailed answer was given, indicat- 
ing that even in the absence of a com- 
plete budgetary system ‘‘cash forecasting” 
is possible through careful assembly of 
the various facts involved from month to 
month and, further, that the results of 
the ‘‘forecast’” can be accurately recon- 
ciled with the final cash position at the 
end of a period. Another member of 
the panel said that his company used 
“cash forecasts” as far ahead as 18 
months but stated that the problem was 
not simple. 


The panel was then asked to express 
an opinion as to the advisability of re- 
stricting the Minister's discretion with 
respect to federal sales and excise tax. 
The consensus was that the Minister's 
discretion should not be restricted but 
possibly it could be codified. On the 
sales tax side, particularly, objections 
were raised to the differences between 
the reading and the operation of the 
law. It was suggested that some of the 
regulations presently used in calculating 
sales tax should be formally inserted in 
the law. A suggestion that the sales 
tax should be abolished was dismissed 
with the rejoinder that income tax would 
have to be increased by 50% to replace 
the revenue obtained from sales tax. 


“Should corporations amortize bond 
discount and expense over the life of 
the bonds or write it off to earned sur- 
plus or earnings?’ was another question. 
Here it was shown that business prac- 
tice is at variance with theoretical ac- 
counting. The theoretical practice in 
Canada is to show bond discount as a 
deferred charge to be amortized over the 
life af the bond, whereas business prac- 
tice would appear to favour writing off 
the bond discount along with other costs 
of the bond issue. In support of this 


it was noted that bonds are usually issued 
to sell at par and present-day bond dis- 
count or premium usually occurs as a 
result of changes in interest rates be- 
tween the time of setting the interest 
rate 2nd the sale of the bonds, with the 
result that the amounts involved were 
small in relation to the borrowing. It 
was noted too that both methods were in 
use; in fact, both had been used by the 
same company. However, in the instance 
of a new company having no profits there 
was no alternative but to set the item 
up as a deferred charge. The consensus 
was that where the bond discount was 
large and occurred frequently perhaps it 
should be amortized, but when small 
and infrequent it should be written off. 


On the question “‘How should manage- 
ment deal with proposed capital expendi- 
ture in order to select those which will 
be of greatest value to the company?”, 
no yardstick was suggested but the follow- 
ing was offered as a guide to selection: 


(1) Urgency without recognition of re- 
turn on investment, 

(2) Assets which would yield a suitable 
return on investment, such suitable 
return to be based on study over a 
period of years. 


A very detailed answer was given to 
the question “Are break-even analyses 
practical?” The speaker pointed out a 
great number of advantages in the use 
of “break-even analyses’ and illustrated 
in some detail the procedures in prepar- 
ing them. There was, however, some 
discussion from the floor as to the prac- 
ticability of such analyses in all industry, 
and it appeared that while “break-even 
analyses’ were practical, the degree of 
practicability varied widely, depending 
chiefly on the numper of products manu- 
factured. It was generally agreed that 
such analyses could never be simple and 
that their preparation was always difficult. 


A discussion of the advantages and 
disadvantages of self-administered pen- 
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sion plans brought out the fact that one 
of the main advantages in self-adminis- 
tered plans was flexibility. Yet, on the 
other side it was pointed out that many 
problems in the day-to-day administra- 
tion of such plans could possibly be 
better handled by firms in that line of 
business and there was a danger of man- 
agement interfering with investment 
committees. It was also shown that the 
average pension plan today may not be 
adequate because of changing conditivns 
and if it is self-administered the com- 
pany is generally blamed. Some generai 
discussion followed on pension plans 
and the suggestion was made that pen- 
sion investments should contain a greater 
proportion of common stocks in order to 
bring pension payments more in line 
with the current cost of living and, con- 
sequently, to offer more security. The 
majority of the audience in attendance, 
when polled, favoured some investment 
by pension plans in equity stocks to gear 
eventual pensions closer to current living 
costs. 

The panel was asked for an opinion 
on the possible exchange trend over the 
next five years, bearing in mind Canada’s 
adverse trade balance and the Canadian 
dollar at a 3% premium in relation to 
the U.S. It was suggested to the panel 
that the flow of investment funds from 
the U.S.A. had more than counter- 
balanced the adverse trade position. One 
speaker, without attempting to definitely 
answer the question, stated that despite 
the unfavourable trade balance our in- 
visible imports and exports and the in- 
flow of various capital from the U.S.A. 
and Europe were the factors which had 
produced the premium on our dollar. 
As various investments grew in this coun- 
try there would be a stronger interest 
in Canada and, provided the U.S.A. re- 
mains prosperous and our Canadian 
financial climate remains attractive, the 
exchange rates should not worsen in the 
immediate future. 


Considerable argument followed the 
question whether a young C.A. should 
take a course in business organization 
and management. It was observed that a 
C.A. in the course of his training in a 
professional office does not get enough 
training in organization and management. 
The panel was unanimous that he should 
take some instruction in this direction 
and agreed that the three-day seminars or 
one-week courses given by various man- 
agement organizations were very valu- 
able because they permitted a young C.A. 
in industry to further his education 
without long absence from his position. 
It was also suggested that possibly more 
of this training could be introduced into 
the C.A. course, but the view of the panel 
was not unanimous on this point. It was 
strongly brought out that the young C.A. 
in industry is initially paid for his tech- 
nical skill but that a much more generous 
reward is available if he shows, in addi- 
tion, managerial ability. 


The next question was “Should ac- 
counting functions be centralized or de- 
centralized in a multi-plant operation?” 
A very comprehensive answer was given 
to this question showing that the prob- 
lem depended on the main purpose of the 
accounting function and the organiza- 
tional structure of the company involved. 
Stated briefly, once the decision is made 
as to how and where management is to 
be exercised, the accounting organization 
should follow such management. It was 
recommended that where management is 
completely centralized accounting func- 
tions should also be centralized. The 
converse was also illustrated. Some sup- 
port was given to decentralization as a 
principle both in management and ac- 
counting for reasons of greater initiative 
on the part of the separate divisions, al- 
though it was pointed out that it was 
more expensive to provide proper ac- 
counting functions on the decentraliza- 
tion basis. The additional costs involved 
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were thought to be more than offset by 
the benefits acquired from “on-the-spot” 
decisions, both managerial and account- 
ing-wise. 

A brief discussion was held on the 
subject of lease recapture or sale and 
lease back methods of capital expendi- 
ture. It was explained that under these 
methods the company’s capital was re- 
leased for immediate use in merchandis- 
ing and that its building and plant site 
costs were spread over a long period of 
time. The obvious advantage of making 
more working capital available to the 
company was discussed, although it was 
admitted that in the end the total outlay 
was the same under the direct ownership 
method or the methods under discussion. 
It was also stated that the so-called 
lease recapture or sale and lease-back 
methods were quite restrictive in applica- 
tion. 

The next question was “Have any 
members of the panel had experience 
with the application of section 61 of the 
Dominion Companies Act?” This sec- 
tion states that redemption of preferred 
shares does not constitute a reduction of 
share capital and has been interpreted as 
requiring the creation of a capital sur- 
plus during the interval between redemp- 
tion of preferred shares and obtaining of 
supplementary letters patent. The prin- 
cipal speaker to this question indicated 
that he and his associates had given this 
particular problem close study. He illus- 
trated the point that where stock has 
been redeemed without immediate sup- 
plementary letters patent, the provision of 
the Act required the appropriation out 
of earned surplus of a capital surplus 
equivalent to the amount of the pre- 
ferred stock redeemed. He further ex- 
plained that these provisions in the Act 
necessitated the above accounting pro- 
cedure if the date of the balance sheet 
preceded the obtaining of supplementary 
letters patent. It was also shown that 


even if supplementary letters patent re- 


ducing capital were obtained in the fol- 
lowing year the statement of the capital 
surplus account and the disposition there- 
of was necessary and required by law. 
It was suggested that perhaps supple- 
mentary letters patent under these condi- 
tions should not be necessary at all and 
possibly the simplest way to clarify this 
section would be an amendment. 

Another question then confronted the 
panel. “Where investments are sold in 
exchange for other investments, should 
the profits or losses be charged to profit 
and loss or surplus account?” No con- 
clusions were reached from the discus- 
sion. 

“To whom should the internal audi- 
tor’s report be directed?” A compre- 
hensive answer was presented, with the 
opinion that the internal auditor should 
be responsible to the top financial execu- 
tive because internal auditing and internal 
control are strictly financial accounting 
functions, and only the top financial exec- 
utive has the training and experience to 
give the proper direction to the internal 
auditor. This was followed by a very 
comprehensive description of the internal 
auditor’s duties. A very practical com- 
ment was made that some method should 
be discovered to keep the internal auditor 
at internal auditing only and not on 
specialized problems. 

The next question concerned the 
criticism of accounting practice where 
companies were unable to finance plant 
replacement out of the depreciation re- 
serve moneys. The panel commented on 
the replacement basis of depreciation but 
did not feel it should deal with this fea- 
ture at this time. On the main point it 
was felt that the criticism was unjustified 
on the grounds that finding moneys for 
plant replacement was a problem of 
finance and not of accounting. 

In the foregoing, I have attempted to 
give some impression of the subject 
matter of the various papers and the dis- 
cussion which they provoked. 
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DEPRECIATION, 
CAPITAL COST ALLOWANCES AND INCOME TAXES 


Issued by the Committee on Accounting and Auditing Research 
of the Canadian Institute of Chartered Accountants, September 1954 





Discussion of the Problem 

oe Tax Regulation 1100(4) 

limited claims of corporate taxpay- 
ers for capital cost allowances to the 
amount of depreciation recorded in the 
accounts. The recent repeal of this 
regulation has eliminated manage- 
ment’s dilemma of either charging an ex- 
cessive amount as depreciation, in order 
to be in a position to claim maximum 
capital cost allowances for tax purposes, 
or making only an appropriate deprecia- 
tion charge and so paying greater current 
taxes than necessary. At the same time 
this extension of the right to claim capital 
cost allowances without regard to the 
amount of depreciation charged in the 
accounts presents a serious problem of in- 
come measurement where substantial tax 
reductions result from allowances which 
are not reflected as deductions in cal- 
culating the net income of the current 
year but will be charged against income 
in subsequent years. 
2. The specific problem is whether a 
current reduction of income tax resulting 
from a claim for capital cost allowances 
in excess of the amount charged in the 
accounts as depreciation in a period is to 
be reflected as an increase in net income 
for that period. 
3. Differences between taxable income 
and income determined by generally ac- 
cepted principles of accounting are com- 


monplace. No accounting problem is 
raised by items such as non-taxable in- 
come and expenses disallowed once and 
for all. Problems of income measure- 
ment and reporting may arise, however, 
where material differences between tax- 
able income and reported profits not only 
affect the taxes payable for the current 
year but remain to be brought into ac- 
count in the determination of reported 
profits of later years. 


4. Significant differences between tax- 
able income and reported income, which 
affect the accounts of several periods, re- 
sult from the capital cost allowance pro- 
visions of the tax law. Such features as 
allowances for assets under construction, 
allowances for assets coming into service 
late in the year, and allowances at rates 
greater or less than appropriate rates pro- 
duce capital cost allowances that differ 
from depreciation charges computed in 
accordance with accepted accounting prin- 
ciples. 

5. Accounting measurements of income 
recognize the principle of matching costs 
and revenues. This principle embraces 
the rule that expenses incurred in earn- 
ing revenues are properly chargeable 
against the income of the period in which 
the related revenue is reflected in the ac- 
counts. The matching process is not con- 
cerned with the time at which the ex- 
pense becomes payable. Instead, it is a 
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process of allocating expenses to the per- 
iod in which the associated revenue is 
recognized. Canadian corporate income 
taxes are of such a character that, in 
appropriate circumstances, they may 
properly be allocated to the periods 
affected. 


Conclusions 


6. The committee is of the opinion 
that where the taxes payable for any 
year have been calculated after claim- 
ing capital cost allowances that are 
materially different from the deprecia- 
tion recorded in the accounts, the finan- 
cial statements should show: 


(a) the extent to which the taxes other- 
wise payable for the year were 
thereby reduced or increased, and 

(b) the net accumulated amount by 
which taxes otherwise payable have 
been so reduced in the year under 
review and previous years. 


7. Additional information, such as a 
comparison of the net book value of 
the assets and their “undepreciated 
capital cost” for tax purposes, may be 
desirable in some circumstances. 


8. The committee recognizes the possi- 
bility of a divergence of views as to the 
most desirable procedures to be fol- 
lowed, particularly in the absence of 
any opportunity up to this time for 
the development of a generally ac- 
cepted practice. 


9. It has been suggested that, in the 
circumstances, the net profit for the 
year may be reported as the amount de- 
termined after charging as income tax 
the amount actually payable in respect 
of taxable income for the year, pro- 
vided that the effect of the reduction of 
taxes payable on the net profit for the 
year and the net accumulation of such 
amounts are set out in an explanatory 
note on the financial statements. 


10. On the other hand, it has been 
suggested that a material reduction of 
current income taxes, resulting from 
claiming capital cost allowances in ex- 
cess of recorded depreciation, should 
be treated as applicable to those future 
years in which depreciation corres- 
ponding to the excess is charged in 
the accounts rather than reflecting such 
reduction in the reported net profit of 
the current year. 

11. While the procedure outlined in 
paragraph 9 sets out the minimum es- 
sential information, the committee be- 
lieves that in most circumstances it is 
desirable to report the net profit as 
determined by following the procedure 
suggested in paragraph 10. This pro- 
cedure conforms to the principle of 
matching costs and revenues and avoids 
any uncertainty as to whether a note, 
such as is suggested in paragraph 9, is 
merely an explanation of the basis on 
which the net profit has been deter- 
mined or constitutes an adjustment of 
the reported net profit. 


12. In comparable circumstances, in the 


United States, a result, so far as report- 
ed net profit is concerned, similar to 
that arrived at under the method de- 
scribed in paragraph 10 has been 
achieved by making provision for the 
additional taxes which may be payable 
when the corresponding depreciation is 
entered in the accounts but not allowed 
for tax purposes. The treatment out- 
lined in paragraph 10, on the other 
hand, is a process of allocation of the 
tax reduction to the period in which 
the corresponding depreciation ex- 
pense is recorded; accordingly the re- 
sulting balance sheet item is a deferred 
credit to expense rather than a provi- 
sion for a future tax liability. As such 
it need not be adjusted to reflect sub- 
sequent changes in tax rates or possible 
future changes in methods of making 
tax allowances for depreciable property. 
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Techniques Under 
The Deferred Credit Method 


13. After studying a variety of pro- 
posals the committee suggests the fol- 
lowing techniques to provide adequate 
disclosure and a suitable allocation of 
income taxes where the procedure out- 
lined in paragraph 10 is followed: — 


A. In Income Statements in years 
when recorded depreciation is less 
than the capital cost allowances 
claimed for tax purposes 

(1) The deduction from income for 
income taxes for the period may 
be shown as the amount of tax 
otherwise payable for the year be- 
fore deducting the tax reduction 
(to be carried forward to a future 
year) which results from claiming 
capital cost allowances in excess of 
recorded depreciation; ; 

(2) The amount of income taxes sol 
determined should be described 
clearly in the income statement. 
The following presentation is con- 
sidered to be suitable. 


Income Statement 


Profit before income taxes .......... $1,000,000 
Taxes on income (Note 1) . 470,000 
Net profit for the year .............. $ 530,000 





Note 1: The income taxes payable in re- 
spect of the year amount to $340,000. The 
difference of $130,000 between this and the 
taxes charged against income results from 
claiming for tax purposes an amount great- 
er than the depreciation recorded in the 
accounts. This difference is applicable to 
those future periods in which the amounts 
claimed for tax purposes will be less than 
the depreciation recorded in the accounts 
and is accordingly included in the balance 
sheet in the item “Accumulated Tax Reduc- 
tions Applicable to Future Years”. 


An acceptable alternative would be 
as follows: 


Income Statement 


Profit before income taxes $1,000,000 
Taxes on income 
Taxes payable for the 
Year 0c. .... $340,000 
Current year’s tax re- 
duction applicable 
to future periods 
(Note A) 


130,000 470,000 


Net profit for the yea: $ 530,000 
Note A: The “Current year’s tax reduction” 
of $130,G00 is the amount by which income 
taxes otherwise payable in respect of the 
year have been reduced by claiming fox tax 
purpos:s capital cost allowances in excess 
of the depreciation recorded in the accounts. 
This difference is applicable to those future 
petiods in which the amounts claimed for 
tax purposes will be less than the deprecia- 
tion recorded in the accounts and is accord- 
ingly included in the balance sheet in the 
item “Accumulated Tax Reductions Applic- 
able to Future Years”. 


B. Balance Sheets 


The net amount of such accumu- 
lated tax reductions to the date of 
the statement may be shown in a 
deferred credit account suitably de- 
scribed on the liability side of the 
halance sheet (not in the share- 
holders’ equity section). The fol- 
lowing description, shown alone 
or under the heading “Deferred 
Credit”, is considered to be suit- 
able. 


“Accumulated Tax Reductions Applic- 
able to Future Years” 


C. In Income Statements in years 
when recorded depreciation is 
more than the capital cost allow- 
ances claimed for tax purposes 
A transfer from the deferred credit 
account would be made to the in- 
come account in any year in which 
recorded depreciation exceeds the 
allowances claimed for tax pur- 
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poses. The amount transferred 
would be calculated by applying 
the effective average rate of taxa- 
tion in the years of accumulation 
to the excess of current recorded 
depreciation over current allow- 
ances claimed for tax purposes. 
The resulting net charge for in- 
come taxes shown in the income 
statement should be described 
clearly. (On occasion the amount 
of the appropriate transfer from 
the deferred credit account may 
exceed the taxes payable for the 


Related Problems 

14. The committee considers that the 
treatment recommended herein may be 
suitable in certain other circumstances, 
e.g. where interest during construction 
is capitalized in the accounts but is al- 
lowed as a deduction for tax purposes, 
or where exploration and development 
expenses in the extractive industries 
are deductible for tax purposes but are 
capitalized in the accounts. 

15. Other problems of income meas- 
urement related to taxation are recog- 
nized but are not dealt with in this 


year, producing a net credit.) bulletin. 


This statement has been approved by all members of the Com- 
mittee on Accounting and Auditing Research excep! Mr. G. M. Smith. 

Mr. Smith considers that in most circumstances it is desirable to 
report the net profit for the year as the amount determined after charg- 
ing as income tax the amount payable on the estimated taxable income 
for that year even though such tax has been materially affected by a 
difference between capital cost allowance claimed and recorded de- 
preciation. .He considers that attention should be drawn, by explana- 
tory note to the financial statements, to any material reduction (of 
increase) in taxes payable because of more (or less) capital cost al- 
lowance being claimed than depreciation recorded for the year and 
that the cumulative effect of such variations should be covered in 
an explanatory note to the balance sheet setting out the difference 
between future depreciation for accounting purposes and available 
future capital cost allowances. 

Accordingly Mr. Smith dissents from those parts of the bulletin 
which suggest that in most circumstances it is preferable to treat a re- 
duction of current income taxes, resulting from claiming capital cost 
allowance in excess of recorded depreciation, as applicable to future 
years rather than reflecting such reduction in the reported net profit of 
the current year. Mr. Smith accepts the procedure outlined in para- 
graph 10 of the bulletin as a satisfactory but in most circumstances a less 
desirable alternative, except that he considers that the “Accumulated 
Tax Reductions Applicable to Future Years” should form part of the 
shareholders’ equity section of the balance sheet. 
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Capital Cost Allowances 
and Income Toxes 





By Lawrence G. Macpherson, C.A. 
Director of Research, C.1.C.A. 


A commentary on the problem which led to the 
issue of Research Bulletin No. 10 on page 349 of this issue 





- the five years from 1949 to 1953 
accountants braced themselves 
against the pressure of income tax 
regulation 1100(4) which, in the case 
of corporate taxpayers, limited capital 
cost allowances for tax purposes to 
the amounts charged in the books. 
Presumably the purpose of this regu- 
lation was to put a brake on capital 
cost allowance claims, the expectation 
perhaps being that depreciation charged 
in the accounts would be limited by 
accounting principles. Instead, com- 
pany executives in many cases felt 
compelled, in the interest of the com- 
pany and its shareholders, to claim 
maximum capital cost allowances and 
to record depreciation at the amount 
of the maximum permissible allow- 
ances in order to comply with regula- 
tion 1100(4). 


The Accounting Effects of 
Regulation 1100(4) 


Such a decision by management pre- 
sented a difficult problem to account- 
ants when the allowances to be claimed 
were substantially in excess of a rea- 
sonable charge for depreciation. Sub- 
stantial differences occurred for a vari- 
ety of reasons, and the rates allowed 
under the diminishing balance method 


incorporated in the regulations were 
often the least significant of those rea- 
sons. In many cases important dif- 
ferences arose because the regulations 
permitted allowances for the cost of 
assets under construction and a full 
year’s allowance for assets placed in 
service late in the year. Accountants 
are naturally concerned with the quali- 
ties of consistency and comparability, 
and with the exercise of judgment as 
to what constitutes materiality in mat- 
ters lacking those qualities. Where 
differences between “normal” or “rea- 
sonable” depreciation charges on the 
one hand and capital cost allowances 
for tax purposes on the other hand 
were important, accountants had to 
find some satisfactory method of pre- 
senting the facts. 

A well-known example of this prob- 
lem is presented in the annual report 
of Aluminium Limited for the year 
1953. After reporting that “Net profit 
for the year 1953, after capital cost 
allowances (depreciation and deple- 
tion), income taxes and all other 
charges, including preferred dividends 
declared by subsidiaries, was $19,475,- 
087”, the president explained that “in 
1953, the substantial increase in capital 
cost allowances, as permitted under 
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Canadian income tax regulations, again 
resulted in the decrease in net profit 
as compared to the previous year. 
Capital cost allowances for 1953 
amounted to $50.7 millions, compared 
to $37.6 millions in 1952 and $27.6 
millions in 1951. Aggregate allow- 
ances for 1953 of $50.7 millions con- 
sisted of $21.8 millions of normal al- 
lowances on facilities in operation and 
$28.9 millions of other capital cost 
allowances, mainly on new facilities 
prior to completion by Aluminum 
Company of Canada, Ltd. Had these 
other allowances not been taken, net 
profit of $35.8 millions would have 
been reported for 1953 and $33.6 mil- 
lions for 1952.” These circumstances 
are also the subject of a footnote on 
the profit and loss statement as well 
as of a note of several paragraphs in- 
cluded in the “Notes to Financial 
Statements” and of a paragraph in the 
auditors’ report. 


Repeal of 1100(4) 

It is not surprising that the joint 
recommendations of the Canadian Bar 
Association and the Canadian Institute 
of Chartered Accountants on federal 
tax statutes (The Canadian Chartered 
Accountant, March 1954) urged repeal 
of regulation 1100(4). The regulation 
was revoked by Order-in-Council on 
April 5, 1954, effective for 1954 and 
subsequent years, and the onus is now on 
accountants to see that the distortion 
of profit figures of which they com- 
plained is not continued. 


Results of Repeal 

It is to be expected that many taxpay- 
ers, having charged depreciation in their 
accounts in an amount based upon the 
expected useful life of the assets, will 
then proceed to claim maximum capital 
cost allowances for tax purposes. The 
amount claimed for tax purposes may be 
substantially in excess of the depreciation 


charge for the year, by reason of the 
inclusion of an allowance for assets under 
construction or assets placed in service 
late in the year, or because of differences 
in rates of allowance. In such cases the 
taxes payable for the year will be re- 
duced and reported profits will be in- 
creased by the amount of the current tax 
saving if nothing is done to adjust the 
matter. 

If this tax reduction affected the re- 
sults for the current year only, no 
problem of income measurement 
would arise. But when capital costs 
are utilized for purposes of tax reduc- 
tion in one year, less remains to be so 
utilized in future years. If $100,000 
more is claimed as capital cost allow- 
ance in a particular year than is 
charged in the accounts as deprecia- 
tion, taxes will be reduced in that year 
by $49,000 at the 49% rate, but un- 
depreciated capital cost for tax pur- 
poses will be less by $100,000 than the 
costs remaining to be charged off as de- 
preciation in the future. When the extra 


$100,000 is charged off, but not allowed ~ 


for tax purposes, taxes will be increased 
accordingly. If such variation in taxes 
is reflected in yearly profit figures, the 
results can become grotesque in some 
circumstances. 


Illustration of the Variation in Tax 

Assume, for example, that X Co. 
Limited has a plant costing $1,000,000, 
properly depreciable on a straight-line 
basis at 10% per annum, but eligible 
for capital cost allowances at 20% on 
the diminishing balance. Assume also 
that each year the profit before de- 
preciation and income taxes is $320,- 
000. Profit after depreciation is 
$220,000, and if the amount of record- 
ed depreciation only is claimed as 
capital cost allowance, taxable income 
would be $220,000, income tax $102,- 
000, and net profit $118,000 each year. 
(After the eighth year the depreciation 
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Case 1 


Profit before income taxes 
Income tax payable for the year 


Net profit 


charge of $100,000 would not be fully 
allowable for tax purposes unless addi- 
tional assets had been purchased, and 
the profit figure would be affected ac- 
cordingly.) 

If, however, maximum capital cost 
allowance are claimed each year, de- 
preciation still being charged in the 
accounts as $100,000, reported profits 
in the absence of any adjustment would 
vary as shown above in Case 1. 


If attention could be directed to the 
stability of profits before taxes shown 
in this table, the variability of the net 
profit after taxes might not be par- 
ticularly distressing. But shareholders 
and others are interested in the amount 
of profit after taxes. In the face of 
such variable results of operations un- 
der constant operating conditions, few 
if any accountants would be willing to 
report without explanation or qualifica- 
tion. 

The example given is not an exag- 
gerated one, and the differences may 
well be greater if the situation. in- 
cludes allowances on capital assets un- 
der construction in some years. 


Views on the Method of Disclosure 


It is quite safe to say that practical- 
ly all accountants would require full 
disclosure of the facts when significant 
reductions in current income taxes are 
affected by capital cost allowances in 
excess of recorded depreciation. 

The problem raised by the situa- 
tion mentioned is not one of whether 


Year 4 
$220,000 
100,824 


Year 1 
$220,000 
53,000 


$167,000 


$119,176 





disclosure is required, but rather one 
of how disclosure should be made. 
This raises questions of the nature of 
the tax reduction, its effect upon in- 
come measurements and the resulting 
profit figure and balance sheet con- 
siderations. 


At this point a number of schools 
of thought emerge: those who deem 
disclosure adequate, by whatever de- 
vice is used; those who insist that the 
net profit figure must be increased by 
the amount of the tax reduction, and 
those who insist that it must not be in- 
creased by the current tax reduction; 
those who do not want to show the 
accumulated tax reduction on the bal- 
ance sheet, and those who insist that it 
must be shown, but who differ as to 
whether it is to be set up as a liability, 
a deferment, or as part of the share- 
holders’ equity. This is quite a col- 
lection of “divergent views”, and it is 
no exaggeration to say that they can 
all be found in different quarters. Cer- 
tainly a discussion opened in any large 
group of accountants will disclose dif- 
ferences of opinion which will only be 
resolved after much argument — and 
perhaps not entirely so even then. Per- 
haps some of the arguments can be 
presented in this article. In offering 


tHem, I am quite conscious of the fact 
that they may reflect some personal 
bias — but who ever went through a 
long period of discussion and con- 
sideration of a problem without ac- 
quiring some convictions for or against 
part or all of the argument? At least 
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let me claim credit for having become 
convinced during those discussions that 
my earliest opinion in this matter was 
less informed and less tenable than 
my present view. 


Net Profit for the Year 


Without going into the hard prob- 
lem of defining “net profit” some 
thought needs to be given to the ques- 
tion whether the figures of $167,000, 
$119,176, and $89,552 in the example 
given above can reasonably be con- 
sidered the profits of the years in ques- 
tion. We could, of course, evade this 
question by answering that the figures 
may be acceptable for some purposes 
but not for others. This is merely 
evasion, for we are talking about the 
reporting of profits to shareholders, 
and not “profits” for other purposes. 
As accountants we must be prepared, 
in appropriate circumstances, to report 
to shareholders that the reported profit 
is or is not a fair representation of the 
net result of operations for the period. 
If the figures are not to be accepted, 
explanation or adjustment is of course 
required. 


It is said that business income and 
taxable income differ, and with this 
proposition there can be no dispute, 
even though the Income Tax Act uses 
profits as a starting point in the pro- 
cess of measurement, as indicated in 
the words “Subject to the other pro- 
visions of this Part, income for a taxa- 
tion year from a business or property 
is the profit therefrom for the year” 
(Income Tax Act, s. 4). It is not, how- 
ever, the difference between profit and 
taxable income that raises the im- 


mediate problem. Instead it is a ques- 
tion of whether, in measuring net busi- 
ness income (i.e. profit after income 
tax), the deduction for income taxes is 
to be taken at whatever amount is exig- 
ible for the year according to the most 


favourable application of the tax regu- 
lations, or whether consideration is to 
be given to current factors which, in 
all probability, will lead to later tax 
payments. Specifically, if untaxed busi- 
ness income of one year will become 
taxable income in a subsequent year, 
should the “deferred” tax be reflected 
in the measurement of profit in the 
earlier year? And if so, how? 


Related Problems 

Such questions are not confined to 
capital cost allowances. A like situa- 
tion results from the loss carry-over 
permitted by the Income Tax Act. This 
is particularly troublesome where a 
consolidated subsidiary company has 
suffered a loss. Allowances for deple- 
tion present another set of problems. 
Other circumstances in which tax regu- 
lations may require recognition of tax- 
able income in a different fiscal period 
from that in which the item would or- 
dinarily be reflected in the annual ac- 
counts include past service pension 


contributions, defence contract renego- - 


tiation, and provisions of certain kinds 
such as provisions for volume rebates or 
sales returns. 

In Bulletin No. 10 the Committee 
on Accounting and Auditing Research 
has concentrated its attention on depre- 
ciation and capital cost allowances be- 
cause of the new and urgent import- 
ance given to this aspect by the repeal 
of regulation 1100(4), and not because 
of any failure to recognize the other 
problems indicated. 


Disclosure by Footnote 


As suggested previously, accountants 
generally will agree that disclosure 
must be made in some manner if in- 
come taxes for a given year have been 
reduced substantially by claiming 
capital cost allowances in excess of re- 
corded depreciation. As a minimum 
requirement, disclosure of the material 
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facts may be made by way of a foot- 
note attached to the statement. The 
footnote may show the amount claimed 
for tax purposes in excess of deprecia- 
tion charged against income, or the re- 
sulting reduction in income taxes and 
increase in the net profit figure, or the 
undepreciated capital cost of fixed 
assets for tax purposes, or some or all 
of these things. In any case such a 
footnote is supplementary to the ac- 
counting statements, and may raise 
doubts as to what figure is deemed to 
be the net profit for the year. It may 
also be construed as of minor import- 
ance, or as indicating a difference of 
opinion between directors and auditors. 
Unless the note is worded with ex- 
treme care, the reader may be left 
with a question as to whether it is a 
qualification of the profit figure or 
merely an explanation. 

A procedure relying entirely on such 
notation will be acceptable to those 
who believe that the net profit for the 
year is the net profit after deducting 
the income taxes payable for the year, 
regardless of how the taxes are deter- 
mined. It will not be very satisfac- 
factory to those who consider that the 
net profit figure must give considera- 
tion to the probable consequences of 
higher future taxes resulting from 
utilizing capital cost allowances to re- 
duce current taxes. The latter group 
point out that fixed asset costs develop 
expense savings (through income tax 
reductions), as well as expense charges 
(through depreciation), and that it is 
reasonable to take the position that 
the charge and the saving should be re- 
lated in time. This means that the tax 


reduction should be deferred in the 
accounts until such time as the de- 
preciation charge (corresponding with 
the claim for tax purposes) is made 
against income, even though the tax 
reduction is effected at an earlier period 
for very sound financial reasons. 


Application of Bulletin No. 10 

Bulletin No. 10 expresses the view 
that, as a minimum, disclosure of the 
effect of the tax reduction on the net 
profit for the year and the net ac- 
cumulation of such amount may be 
made in an explanatory note on the 
financial statements, where the taxes 
have been calculated after claiming 
capital cost allowances that are ma- 
terially different from the depreciation 
recorded in the accounts. But the com- 
mittee proceeds, in the bulletin, to the 
belief that in most circumstances it is 
desirable to report the net profit as 
determined by deferring the benefit of 
the tax reduction to those future 
periods when depreciation will be 
greater than capital cost allowances. 


The Tax Reduction 
as a Deferred Credit 


Accounting principles recognize the 
deferment of both debits and credits 
in the process of measuring income by 
matching costs and revenues. When 
the benefits from an outlay will be 
enjoyed in future periods, the expen- 
diture is reflected in the balance sheet 
as a deferred charge rather than in the 
income statement as a current expense. 
Similarly revenue received before it is 
earned is reflected in the balance sheet 
as a deferred credit to be carried to 
the income statement in the period 
when it will be earned, that is, when 
the appropriate benefits will be sur- 
rendered to the customer. 


If the amount by which the taxes 
are reduced (by capital cost allowances 
in excess of recorded depreciation) is 
considered to be a benefit to be applied 
to income measurement only when the 
corresponding charge is made in the 
accounts as depreciation, then two tax 
elements will be reflected in the ac- 
counts in the year of tax reduction: 
(1) a charge for the tax actually pay- 
able for the year and (2) a charge for 
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the amount by which taxes have been 
reduced. The total of these two charges 
will be the amount of taxes that would 
be payable if the claim for tax purpose 
had been the same as the depreciation 
charged in the accounts. The credit 
offsetting the charge for the tax reduc- 
tion represents a benefit to be brought 
into income measurement in later 
years — if and when depreciation 
charged in the accounts exceeds the 
capital cost allowance for tax purposes. 
It is a deferred credit, not in the sense 
of deferred revenue, but rather as a de- 
ferred credit to a future expense 
charge, namely the charge for income 
taxes. 

What, then, of the situation where 
the depreciation charge exceeds the 
capital cost allowances in a year of 
loss? No essential change in the argu- 
ment is needed to fit this case. The 
essential point is that the benefit of 
tax reduction resulting from claiming 
capital costs is to be matched with the 
recording of the charge as deprecia- 
tion. The tax reduction effected in 
previous years is applicable when the 
depreciation is recorded, even if that 
is a year of loss, and may be brought 
into the income account as a credit. 
The purist will probably wish to look 
upon this credit as a negative expense 
(similar to a tax recovery) rather than 
as revenue, but the result is the same. 


Tax Reduction Does 
Not Create a Tax Liability 


In a rapidly expanding business, the 
addition of new plant each year may 
serve to increase capital cost allowances 
and so postpone the evil day when 
allowances for tax purposes fall below 
depreciation charges (as they would in 
the fifth year in the example given 
above). Similarly, no liability to pay 


over the amount of the tax reduction 
will arise if future operations are un- 
profitable. 


But these are not normal 


conditions. For the going concern, 
there is a strong possibility that if 
taxes of one year are reduced by high 
capital cost allowances, taxes of other 
years will be increased by reason of 
low capital cost allowances. 


This is not to say that a liability for 
taxes is created when the taxes payable 
for a given year are reduced by high 
capital cost allowances. The reduction 
of taxes in one year may result in an 
increase in taxes in later years, unless 
tax rates are reduced, or there is no 
taxable income in later years, or the 
increase in taxes is indefinitely post- 
poned by continued expansion of in- 
vestment in depreciable assets, or the 
business is not continued as a going 
concern. On the “going concern as- 
sumption” the possibility of higher 
taxes in later years may even be said 
to be a high probability, but still this 
does not establish a liability for taxes 
at the time when the tax reduction is 
effected by claiming high capital cost 
allowances. It does, however, raise 
the serious question of whether the 
tax reduction is properly viewed as a 
benefit to be deferred to the profit 
measurement of later years when the 
extra capital cost allowances will be 
reflected in the accounts as deprecia- 
tion charges. In Bulletin No. 10 the 
latter position receives strong support. 


If the current tax reduction does 
not establish a liability for taxes, 
should the deferment of the benefit of 
the tax reduction be carried in the 
shareholders’ equity section of the 
balance sheet until it is utilized to re- 
duce the charge against income for 
taxes in a later year, when deprecia- 
tion charges will fall short of capital 
cost allowances? An affirmative answer 
to this question has great attraction 
for some accountants and for some 
business executives. This is under- 
standable (even though untenable, in 
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Case 2 
Year 1 Year 4 Year 8 

Profit before depreciation and income taxes $320,000 $320,000 $320,000 
Depreciation charged at 2% 

on diminishing balance 200,000 102,400 41,943 
Taxable income 120,000 217,600 278,057 
Income tax 53,000 100,824 130,448 
Net profit $ 67,000 $116,776 $147,609 








a 


my view), for we may all dream of 
having the best of two worlds. To 
bring the current tax reduction into 
the shareholders’ equity accounts is *9 
bring it into surplus, and this would 
be a contradiction of the charge 
against income. This fallacy is anti- 
cipated in Bulletin No. 9, which calls 
for the limitation of the word “re- 
serves” to segregations of earned sur- 
plus, designating reserves as amounts 
appropriated from net profits or other 
surplus. In other words, let us avoid 
the anomaly of increasing surplus by 
reducing profits! 

If accountants generally agree that 
the sort of variability shown in the 
example given earlier in this article is 
not a fair representation of profits in 
the circumstances, they are in effect 
agreeing that such profit figures must 
be adjusted to defer the benefit of 
current tax reduction resulting from 
capital cost allowances greater than the 
depreciation charged against income. 
It will be reasonable then to carry the 
deferred benefit on the balance sheet as 
a deferred credit, as suggested in Bul- 
letin No. 10. 


Limitation of the Problem 


It is important to notice that the 
problem is limited to cases where cap- 
ital cost allowances differ materially 
from the depreciation charged. In 
many cases the amount of depreciation 
charged in the accounts will continue 


to approximate or equal the amount 
of the capital cost allowances, and in 
those cases the discussion in Bulletin 
No. 10 does not apply. Of course, in 
such cases there may be a question as 
to whether the rates are suitable for 
statement purposes and qualification 
may have to be considered on those 
grounds. For example, if straight-line 
depreciation at 10% is considered 
normal but depreciation is charged at 
20% of the diminishing balance, the 
results in Case 2 above would certainly 
call for qualification. 

In a somewhat similar case in which, 
however, the obsolescence factor is 
high, the 20% diminishing balance 
charge may be quite suitable. These 
are very different circumstances from 
the situation dealt with in Bulletin 
No. 10, where the amount of reported 
profit, if not adjusted for the tax re- 
duction referred to, may be »ltered at 
will according to management decisions 
as to the amount of capital cost al- 
lowances to be claimed. 


Changes in Amounts 
Proposed to be Claimed 


Where the accounting procedures 
suggested in Bulletin No. 10 are ap- 
plicable, the amount of tax reduction 
to be deferred depends on the amount 
of, the proposed claim for capital cost 
allowances. It is conceivable that, be- 
tween the time of preparation of the 
financial statements and the time of 
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filing the tax returns, a change may be 
made in the amount claimed by the 
company as capital cost allowances. If 
the procedures suggested in the bul- 
letin have been followed, such a 
change will not alter the total deduc- 
tion for income taxes, nor the net 
profit for the year. The change will 
alter the amount of the deferred credit 
shown on the balance sheet, but only 
by a transfer to or from the liability 
for income taxes, which in most in- 
stances should not be a very significant 
matter. Accordingly, whether or not 
a letter of representation is obtained 
as to the amount to be claimed as 
capital cost allowances, the procedure 
suggested in the bulletin should pro- 
duce reliable results. 


Summary 

Accountants react almost intuitively 
against any proposal to equalize profit 
figures artificially, and rightly so, but 
they must also guard against opposing 
an accounting procedure simply be- 
cause one of its results is a tendency 
to smooth reported profits. If a com- 
pany operates at a constant level under 
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English Accountancy 1800-1954: A 
Study in Social and Economic History, 
by Nicholas A. H. Stacey; published by 
Gee & Co., London; pp. 273 and in- 
dex; price 25/- 

The publishers claim that this book 
is the first to trace the history of the 
accountancy profession in England and 
to relate its growth to the economic and 
social forces of the past one-and-a-half 
centuries. It is true that there is much 


that is of interest in this tale of the 
profession’s early beginnings and much 


constant economic conditions its pro- 
fits should be the same year after year, 
and any accounting procedure which 
avoids distortion of the facts of such 
regularity should be welcomed, even 
though the results will, of course, be 
reflected in a constant profit figure 
while such conditions continue. The 
variation in net profit shown in the 
first example above does not appear to 
meet acceptable standards of fair 
presentation, and the fact that most ac- 
countants would insist on further ex- 
planation is evidence to that effect. 
Since the example assumes constant 
operating conditions, the only reason 
for the variation in net profit is the 
variation in taxes brought about by 
differences in amounts of capital cost 
allowance unrelated to differences in 
operations from year to year. The 
amount of capital cost allowances 
claimed in one year inevitably affects 
the amount remaining to be claimed in 
future years, and the mere fact of a 
tax reduction associated with a high 


claim in one year is not a measure of - 


increased profit. 


to be learnt from the varied reactions 
of the different accountancy bodies to 
the changing conditions brought about 
by two world wars. If, as the writer 
indicates, the premier English Institute 
was the last to acknowledge the need 
of its members for some training in 
cost accounting after the first world 
war, its refusal today to yield an inch 
in conceding the necessity for some 
correction of accounts for changing 
money values may well prove to be 
just as lacking in foresight. The lessons 
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Recent Books 


of the past are here to be read and for 
that we may well thank the writer. 


Unfortunately, however, these les- 
sons are not here to be read in readable 
English. This is not a book to be put 
in the hands of students, for it is full 
of such tortuous sentences and such 
grammatical errors that its effect might 
be harmful. Today’s students need to 
read for the improvement of their 
English, and a book which purports to 
be so largely of an educative nature 
might be exected to offer itself as a 
pattern. 

Let it be acknowledged then that this 
book is a mine of information about the 
accountancy profession in all its his- 
torical stages. Most of the facts are 
to be found elsewhere but here they 
are brought together for quick refer- 
ence. It is the medium only that is at 
fault and this is a great pity. Our 
students and members of the profes- 
sion in Canada, as in Great Britain, 
need to do some clear thinking about 
the past and future of their profession. 
Clarity of thought goes with clarity of 
expression, however, and this book 
would have been much more valuable 
if it had set an example. 

KENNETH F. ByrD, A.C.A., 
Professor of Accounting, 
McGill University 


A Book Received 





Meeting and Beating Competition, Con- 
tributed Papers to the Fifth Annual 
Michigan Cost Cenference; published 
by the Bureau of Business Research, 
University of Michigan, Ann Arbor, 
1954; pp. 61; price $2.00 
Co-sponsored by the Michigan chap- 
ters of the National Association of Cost 
Accountants and the School of Business 
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How to Save Taxes through Proper 
Accounting, by Jackson L. Boughner; 
published by Prentice-Hall, Inc., New 
York; pp. 284 and index; price $5.65 

This is a book on income taxes, writ- 
ten from the American point of view. 
Do not, however, discard it too quickly 
for this reason alone. The author never 
wanders from his theme of “how to save 
taxes”. Some of his examples are quite 
applicable to Canadian practice and much 
of his reasoning provides food for 
thought from either outlook. 

The fact that the American taxpayer 
has often known in advance of tax rate 
changes has made many real and legiti- 
mate tax savings possible to the alert 
taxpayer, whereas his Canadian counter- 
part has not yet been able to secure 
such advance information from Ottawa. 

Although some of the references to 
proprietorship accounts are fairly ele- 
mentary, the author handles partnership 
and corporation accounts in a competent 
fashion and discusses many of the ad- 
vantages and disadvantages of transfer- 
ring from one form to the other. 

A rather novel but effective summary 
is placed at the end of each chapter. In 
a few lines it provides a handy review 
and a ready reference. 

R. L. B. Joynt, C.A. 
Toronto, Ontario 


Administration at the University of 
Michigan, this cost conference turns 
management’s attention once more to 
the areas of economy and efficiency. 
The papers with titles such as “Control 
through Policing Performance” sound 
a note that has not been heard since 
the beginning of World War II. 
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By Gertrude Mulcahy, 8.A., C.A. 
The C.I.C.A. Research Department 


CAPITAL STOCK 





On of the prime requisites of 
properly prepared financial state- 
ments is a full disclosure of all sig- 
nificant information relating to the cap- 
ital stock of the company, so that the 
characteristics and rights of each type 
of shares issued are clearly set out. 
Governing statutes in this country have 
laid down specific rules to be followed 
in this respect, and the Committee on 
Accounting and Auditing Research of 
the Canadian Institute of Chartered 
Accountants have included in Bulletin 
No. 1 recommendations relating to the 
minimum standards of disclosure in 
the presentation of the capital stock. 
From the review of the annual re- 
ports carried out over the past four 
years, it is apparent that most Canadian 
companies are putting forth great ef- 
forts to present a clear picture of the 
capital structure of their organizations. 


As a result the majority of the finan- 
cial reports disclose the following in- 
formation: 


(1) Number of shares authorized, 
number of shares issued, and the 
par value, if any, of each class of 
capital stock. 

(2) The amount attributable to the 
issue of each type of capital stock. 


(3) The rate of dividends on preferred _ 


shares and the arrears of dividends 
on cumulative preferred stock. 


(4) The changes in capital stock dur- 
ing the year. 

In most cases, contrary to the stand- 
ard proposed in Bulletin No. 1, where 
the preferred shares have been des- 
scribed as “redeemable”, no mention is 
made of the redemption price or terms 
of redemption either in the financial 
statements or in the directors’ report. 


EXAMPLES — GOOD AND BAD 


Examples of 1952 financial reports 
have been selected to show some of 
the differences in statement presenta- 
tion and accounting techniques used 
by Canadian companies with respect to 
their capital stock. 


Example 1 — Good Presentation 
A presentation in the manner of 


example 1 gives the reader a clear pic- 
ture of the capital structure of the 
company. The number of shares 
authorized, the number of shares is- 
sued, and the amount of issued capital 
are set out in the balance sheet for 
each of the component classes of cap- 
ital stock. In addition, the par value 
of each of the two types of preferred 
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shares is disclosed and the common 
shares are described as ‘without nom- 
inal or par value”. The dividend rate 
on both “Class A” and “Class B” pre- 
ferred shares is stated. Although both 
of these classes are described as “re- 
deemable”, the redemption price is 
stated for “Class A” only. However, 
it is apparent that the “Class B” shares 
have been redeemed at par. 


The comments included in the di- 
rectors’ report, together with the in- 
formation disclosed in the financial 
statements, should leave no doubt in 
the mind of a reader as to the specific 
changes which have taken place in the 
company’s capital stock during the cur- 
rent year. A comparison with the bal- 
ance sheet of the previous year reveals 
that the total capital stock has in- 
creased by $3,430,360. Such an in- 
crease resulted from the issue of 60,000 
“Class A” preferred shares of a par 
value of $50 and of 10,759 common 
shares of no par value at a price of 
$40 per share. The issue and redemp- 
tion of the “Class B” preferred shares 
relate to the company’s decision to take 
advantage of the provisions of s. 95A 
of the Income Tax Act. 


Having elected to pay the 15% tax 
under s. 95A of the Income Tax Act, 
the management designated $2,300,000 
of the accumulated earned income as 
“Tax Paid Earned Surplus”. After 
paying the tax of $345,000, the com- 
pany proceeded to make its first dis- 
tribution of the balance of the tax-paid 
surplus to its common shareholders. 
Such distribution was made in the 
form of a stock dividend of “Class 
B” preferred shares on the basis of 
one “Class B” share for each common 
share held. On payment of the stock 
dividend earned surplus amounting to 
$75,312, the par value of the shares 
issued was capitalized by a transfer 
from “Tax Paid Earned Surplus”. Sub- 


sequently, all “Class B” shares so issued 
were redeemed at par, $1, which in 
effect provided the common. share- 
holders with a tax free cash return of 
$1 per share of their investment. Un- 
der the provisions of s. 61 of the 
Companies Act (Canada) a transfer 
was made from earned surplus to a 
specifically designated “Capital Sur- 
plus” equal to the par value of the 
shares redeemed, so that the redemp- 
tion would not be deemed to be a 
reduction of paid-up capital. As .at 
the year-end date, the balance of $1,- 
879,688 available for future similar dis- 
tributions to the common shareholders 
is shown in the statement of earned 
surplus and is included in the figure 
for earned surplus set out in the bal- 
ance sheet. 


The completeness and clarity of 
presentation adopted in this example 
with respect to the capital stock exem- 
plify the validity of recommendations 
expressed by the Committee on Ac- 
counting and Auditing Research of the 
Canadian Institute of Chartered Ac- 
countants in Bulletin No. 1. The gen- 
eral presentation would have been im- 
proved somewhat if a total of the com- 
ponents of the shareholders’ equity had 
been extended under a properly desig- 
nated caption. In addition, the prep- 
aration of the financial statements on 
a comparative basis (as recommended 
in Bulletin No. 1) would have made it 
much easier for a reader to assess the 
full impact of the current changes in 
the capital structure of the company. 


Example 2 — Inadequate 


In complete contrast, the presenta- 
tion adopted in example 2 does little to 
assist the reader in appraising the com- 
ponents of the net worth of the com- 
pany. The information set out in the 
balance sheet and in the directors’ re- 
port does disclose the number of shares 
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authorized, the number of shares is- 
sued, and the current changes of each 
class of capital stock. But the presen- 
tation, while elaborately detailed as to 
numbers of shares, fails to show how 
much of the capital is attributable to 
each of the classes of shares and to the 
“Capital Surplus”. There is no indica- 
tion anywhere in the financial report 
of the origin and nature of the item 
“Capital Surplus’. The redemption 
price of the preferred shares is not 
shown. 


No mention has been made as to 
why the total amount of the capital 
stock has decreased during the current 
year from $1,079,657 to $1,079,166, a 
reduction of $491. The only change 
in capital stock during the year was the 
conversion of 955 preferred shares into 
1,910 common shares. Such a transfer 
would kave no effect whatever on 
the total dollar value of the capital 
stock issued but would merely affect 
the proportion thereof attributable to 
the various types of shares. This de- 
crease must represent an adjustment of 
capital surplus. 


Example 3 — A Consolidation Quirk 


In example 3 the statement shows at 
a glance that there has been no change 
in the capital structure of the com- 
pany during the year. The manage- 
ment has set out all information re- 
lating to the two classes of capital 
stock except for the redemption price 
of the redeemable preferred shares. 


Examples 3 and 4 illustrate two 
methods used by Canadian companies 
to reflect, in their consolidated balance 
sheets, that portion of the capital stock 
of the parent company which is held 
by subsidiary companies. The presen- 


tation of the mutual stockholding as an 
asset, in example 3, might mislead the 
reader of the balance sheet. 


In order 


to determine the true net worth, the 
figures for capital stock and surplus 
must be adjusted to take into account 
those shares held by the subsidiary. 
There is no indication in the report as 
to the actual number of shares so held. 
The inclusion of this item as an asset 
rather than as a deduction from capital 
stock outstanding is of little conse- 
quence if the intercompany holdings 
are as insignificant as the dollar figures 
suggest. 


Example 4 — Another Consolidation 


On the other hand, in example 4 
the shares held by a wholly-owned sub- 
sidiary company represent approximate- 
ly 66% of the preferred shares issued. 
In this case the preferred shares held 
by a wholly-owned subsidiary company 
have been set out in the consolidated 
balance sheet as a deduction from the 
“Class A” preference shares issued and 
fully paid for. The total of the “Cap- 
ital and Surplus” section, therefore, 


represents the true net worth, i.e. “the 


excess of the going concern value of 
assets over liabilities to outsiders”. 


The change in the number of the 
parent company’s shares which are held 
by the wholly-owned subsidiary com- 
pany, disclosed in example 4, indicates 
that the parent company is currently 
purchasing its own shares through the 
medium of a wholly-owned subsidiary 
company. Such purchases of parent 
company’s capital stock by a wholly- 
owned subsidiary company are, in effect, 
reductions of the parent company’s cap- 
ital. In the past such action could not 
be defined as illegal under the literal 
interpretation of the term “Reduction 
in capital”, but the Ontario Corpora- 
tions Act, 1953 now states specifically 
that with certain exceptions shares of a 
holding company may not he held by 
its subsidiaries. 
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EXCERPTS FROM PUBLISHED FINANCIAL REPORTS — 1952 


Capital Stock 


Example 1 
In Statement of Earned Surplus 
Belance, Wecember $1, TISY oiiciccissccscicsccscscssessess .. $2,905,252.84 
Amount in respect of 1949 and prior years transferred 
We GN MON BINED esis acsscscinn eld cacanteresieics i 2,300,000.00 





Balance transferred from Statement of Profit and Loss 
for year ended December 31, 1952 .................4. 


Deduct: 
Cash Dividends 
INN, cesar ert nis eaten . $16,138.30 
PECWEIRC. CARNE OP aiifisscincekdiacieasnsdsocenes 18,600.00 34,738.30 


Transfer to capital surplus under 
requirements of Sec. 61 of Companies 
eter cercre reat circ satessomndi sev eritniows pececemeacrarasanenie seater 75,312.00 


Balance, December 31, 1952 
(excluding tax paid portion 
shown below) .......... eerie ae Canes 
Tax Paid Earned Surplus: 


4% Preferred Shares. ................... 75,312.00 420,312.00 


Amount transferred from Earned Surplus ....... $2,300,000.00 
j Deduct: 

| Tax paid thereon under Sec. 95A of 

} DREGE FOE TAGE icrasiivcsccecsvcaspscccesnss $345,000.00 

| Dividend paid in Class “B” 


Balance, tax paid portion of Earned Surplus.... 


Balance, December 31, 1952. ...........csccccsccseeees 


$ 605,252.84 


117,608.33 


$ 722,861.17 


110,050.30 


$ 612.810.87 


$1,879,688.00 


$2,492,498.87 
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Example 1 (Cont'd) 
In Balance Sheet 


CAPITAL STOCK: 
Class “A” 4% Non-Cumulative Participating Redeem- 
able Preferred Shares of a par value of $50 each 
(Redeemable at $55 on thirty days’ notice)— 
Authorized and issued — 60,000 shares ........ $3,000,000.00 
Class “B” 4% Non-Cumulative Redeemable Preferred 
Shares of a par value of $1 each— 
Authorized — 3,000,000 shares 


Issued — 75,312 shares .... $75,: 12.00 
Less: 
Redeemed— 75,312 shares .. $7* 312.00 





Common Shares without nominal or par value— 


Authorized — 110,507 shares 
Issued _ 75,312 shares, of which 
10,759 shares were issued 
during 1952 for cash .......... 1,995,319.76  4,995,319.76 
EARNED SURPLUS, per statement attached ...................:006 2,492,498.87 
CAPITAL SURPLUS, arising from redemption of Class “B” 
4% Redeemable Preferred Shares ..............:::ccecccssceesceeseee 75,312.00 


$11,722,153.75 


In Director’s Report 


In March 1952 your Company offered to Shareholders (except those resident in the 
United States) 10,759 additional Common Shares at a price of $40 per share. These shares 
were fully subscribed for and paid in full with the exception of 478 Shares which were 
made available to employees under a deferred payment plan. 


Following the authority granted at the Special Meeting of Shareholders held last 
April, the following additional changes in Capitalization of your company were put 
into effect: 

(a) 60,000 Class “A” 4% Non-Cumulative Participating Redeemable Preferred Shares of 

a par value of $50 each were issued and the cash so provided was used to acquire 
investments in other Companies. 


(b) 3,000,000 Class “B” 4% Non-Cumulative Redeemable Preferred Shares of a par 
value of $1 each were created. 


During the year your Company took advantage of the provisions of Section 95A of the 
Income Tax Act and set aside a substantial portion of the Earned Surplus accumulated 
between January ist, 1918 and December 31st 1949, on payment of a 15% tax on the 
amount involved. The creation of the Class “B” Preferred Shares referred to in the 
preceding paragraph will permit the Company from time to time to distribute a stock 
dividend of Class “B” Preferred Shares out of this surplus. As already indicated, the 
first such distribution of tax paid surplus took place in 1952 when 75,312 of these Shares 
were issued and redeemed, the effect of this action being to distribute the sum of $1 per 
Share to the Common Shareholders, which amount we are advised will not be subject to 
Canadian Income Tax in their hands. Further distributions in this manner will be made 
when, in the opinion of your Directors, circumstances warrant such action. 





—_— —_————-— 
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Example 2 


In Balance Sheet March 31 


CAPITAL STOCK 1951 
Preferred, No Par Value 6214c Cumulative, 
621%4c Non-Cumulative, 6214c¢ Participating, 
Convertible, Redeemable 
Authorized (Less Redeemed 
and Converted) 
March 31, 1951 
Authorized (Less Redeemed 
and Converted) 


62,882 shares 


March 31, 1952 61,927 shares 1,079,657 
Issued (Less Converted) 
March 31, 1951 40,017 shares 
Issued (Less Converted) 
March 31, 1952 39,062 shares 
Common, No Par Value 
Authorized 226,210 shares 
Issued March 31, 1951 205,318 shares 
Issued March 31, 1952 207,228 shares 
Capital Surplus 
MEE A RURRNEINIE Foo cet coc cose As eraes ett ou eae hoes cles 1,660,612 
eI INONES = SERIE arse 2 oc5 sss aissciskente cacialcasp odes caine $2,740,269 


In Directors’ Report 
CAPITAL STOCK 
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March 31 
1952 


1,079,166 


1,957,822 


$3,036,988 





In the current year 955 preferred shares were converted into 1,910 common shares, 
leaving 39,062 preferred shares and 207,228 common shares issued as at March 31st, 1952. 


Example 3 


In the Balance Sheet Dec. 31st 


CAPITAL AND SURPLUS 1952 


Capital 
Preference — authorized 6,000 shares 7% redeemable 
cumulative, Par Value $100.00 each 
Serpe 'Sy087 SENOS. ooo essences $565,700.00 
(Note: 7% cumulative dividends in arrears December 
31st, 1952, $602,470.50) 
Common — authorized 31,000 shares of No Par Value 
Outstanding — 20,793 shares ..............ccccccscesssssscsseeeseees 219,032.00 


$784,732.00 


ASSETS 


Preference Shares of (parent company) — held by 
wholly owned Subsidiary Company —- at cost —........ 


8,889.50 


Dec. 3158 
1951 


$565,700.00 


219,032.00 


$784,732.00 


8,889.50 
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Example 4 


In the Balance Sheet 
CAPITAL AND SURPLUS 
Capital 

Class “A” Preference Shares 


Authorized 3,000 Shares of Par Value of $100.00 each...... 
MERU AG PAY PRN sno cccesessccsevens concacicnnsse 
Less: Shares Held by Wholly-Owned Subsidiary Company 


Common Shares 


Authorized 75,000 Shares of No Par Value 
Issued and Fully Paid 60,000 Shares ........... 


October 31, 
1951 


October 31, 
1952 


1,656 shares 
1,101 shares 


1,656 shares 
1,069 shares 


587 shares 555 shares 

58,700.00 55,500.00 

Sraeiassatsordembabise ss 254,620.16 254,620.16 
313,320.16 310,120.16 


(This discussion of capital stock is to be continued in the 
January 1955 issue) 


Obituaries 





Georges Henri Maheux 


The Institute of Chartered Accountants 
of Quebec announces with deep regret the 
death of Georges Henri Maheux in 
Montreal, October 17, 1954. 


Mr. Maheux was born in Quebec City 
and studied at the School of Commerce 
of Laval and L’Ecole des Hautes Etudes 
Commerciales de Montreal. He began 
practising as a public accountant in 1925 
and was admitted to the Institute of 
Chartered Accountants of Quebec in 1947. 
He later formed a partnership with his son, 
Louis Philippe Maheux, under the name of 
George H. Maheux & Fils. He was also a 
member of the Montreal Board of Trade. 


To his widow and family the members of 
the Institute extend sincere sympathy. 


G. Wilfred Hodgson 


The Institute of Chartered Accountants 
of Quebec announces with deep regret the 
death of G. Wilfred Hodgson in Montreal, 
October 6, 1954. 


Mr. Hodgson was born in Sunderland, 
England and educated at North East County 
Schoo!, Barnard Castle, Durham. He came 
to Canada in 1909 and joined Sharpe, Milne 
and Co. as a junior clerk. Later he rose 
to a senior partnership. He was admitted 
to membership in the Institute of Chartered 
Accountants of Quebec in 1917. In 1927 
he was named secretary-treasurer of the St. 
Maurice Valley Corp., now Consolidated 
Paper Corp., and served the latter firm as 
secretary for many years. 


In 1943 he was elected finance commis- 
sioner for the town of Montreal West and 
maintained that post until he took over the 
mayoralty in 1948. At the time of his death, 
Mr. Hodgson was serving his fourth term 
as mayor. 


He served many years as a director and 
treasurer of the Kiwanis Club of Montreal, 
secretary-treasurer of the Dunany Golf and 
Country Club, and director and honorary 
treasurer of the Royal Edward Institute. 

To his widow and family the members of 
the Institute extend sincere sympathy. 





Professional Notes 


Professional Notes 





News from the C.I.C.A. 


The presidents of three leading account- 
ancy bodies in the United Kingdom, after 
attending the annual meeting of the American 
Institute of Accountants, were guests of 
the executive officers of the C.1.C.A. in 
Toronto. From Scotland came Sir John 
Somerville, president of the Institute of 
Chartered Accountants of Scotland, the old- 
@st accountancy body in the world, which 
celebrated its centenary in June this year. 
Besides being a chartered accountant, Sir 
John is an agricultural scientist and has 
been a Fellow of The Royal Society of 
Edinburgh for many years. He was recent- 
ly appointed chairman of the General 
Committee of the Royal and Ancient Club 
of St. Andrew’s. This _ internationally 
famous golf club was founded in 1754 and 
this year is commemorating its second 
century of existence. 


With him was Mr. Donald V. House, 
F.C.A., president of the Institute of Charter- 
ed Accountants in England and Wales, and 
Mr. Bertram Nelson, F.S.A.A., president of 
the Society of Incorporated Accountants. Mr. 
E. H. V. McDougall, secretary of the Scot- 
tish Institute, was also in the party. 


Plans for the Canadian trip were made 
by The Canadian Institute of Chartered Ac- 
countants to give the distinguished visitors 
a better understanding of Canada and to 
enable them to meet members of their In- 
stitutes now living in this country. 


After a brief trip to Niagara Falls the 
visitors visited Montreal on their way home. 


C.LC.A. Annual Meeting in 1955 


Dates for the 1955 annual meeting of the 
C.LC.A. have now been settled. Conven- 
tion headquarters will be the Royal York 
Hotel, Toronto and general membership ses- 
sions will be held on September 12, 13, and 
14, 
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Meetings 


C.L.C.A. President J. Grant Glassco and 
Executive Secretary Clem L. King attende! 
the 67th annual meeting of The Americe 
Institute of Accountants held in New Yor 
City, October 17 to 21. 


ALBERTA 


Maw, Devonshire & Co., Chartered Ac- 
countants, 809 8 Ave. W., Calgary, an- 
nounce the admission to partnership of Mr 
R. James Munro, B.Com., C.A. 


BRITISH COLUMBIA 


Mr Donald G. Bedggood, C.A. announces 
the opening of an office for the practice of 
his profession at 6274 Fraser St. Van- 
couver. 


R. J. Casson & Co., Chartered Account- 
ants, announce the removal of their offices 
to The Mercantile Bank Bldg., 540 Burrard 
St., Vancouver. 


+ * * 


Messrs Dennis C. Roberts, C.A. and 
David A. Munro, C.A. announce the open- 
ing of an office for the practice of their 
profession as Roberts, Munro & Co., 
Chartered Accountants, at 171 Jubilee St., 
Duncan, B.C. 


Mr James B. Prosser, B.A., C.A. announces 
the acquisition of the practice of O’Brien, 
Manzer & Company, Chartered Accountants. 
The practice will be carried on under the 
mame of Mr. Prosser with offices at Rm. 102, 
615 W. Pender St., Vancouver. 


Affleck & Wolf, Chartered Accountants, 
anounce the removal of their offices to the 
Elks Bldg., 56 6th St., New Westminster. 
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ONTARIO 


The partners of Deloitte, Plender, Haskins 
& Sells and the partners of Millar, Mac- 
donald & Company announce that in future 
their practices will be combined. Mr Wal- 
ter J. Macdonald, F.C.A. will be the senior 
partner. Mr Clem L. King, F.C.A. will be 
admitted to partnership as from January 1, 
1955 and will be located in Toronto. 

* * * 


Mr Louis I. Powell, C.A. announces the 
removal of his offices to Ste. 203, 226 
Queen St. W., Toronto. 


Hamilton & District‘ C.A. Association 

The first dinner meeting of the 1954-55 
season of the Hamilton and _ District 
Chartered Accountants Association was held 
on October 12 at the Royal Connaught 
Hotel. Mr A. S. Nicholson, president of 
A. S. Nicholson & Sons Ltd., Burlington, 
spoke on profit-sharing to the meeting. 

The executive of the association for the 
1954-55 season consists of J. S. Grant 
(chairman), R. D. Isbister, G. H. Smith, 
W. G. Thompson, L. H. Johnston, A. M. 
Adamson, W. J. A. McCormick, W. S. Tory, 
and C. G. Robinson. 


Ottawa C.A. Club 


Mr Lucien Masse was elected president of 
the Chartered Accountants Club of Ottawa 
at its annual meeting held on September 30. 


News of Our Members 





Mr Donald R. MacQuarrie, C.A. (Ont.) 
has been elected Lieutenant-Governor of 
Division Six, Ontario-Quebec-Maritimes Dis- 
trict, of Kiwanis International for 1955. 

¥ x + 

Mr James F. Tooley, C.A. (Man.), comp- 
troller of Canadair Limited, has been elected 
a vice-president of that firm. 

* * * 

Mr G. Ross Herington, C.A. (Ont.), has 
been appointed secretary-treasurer of H. 
Corby Distillery Limited and its Canadian 
subsidiaries. 
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QUEBEC 


Payne, Patton & Pugsley, Chartered Ac- 
countants, announce the removal of their 
offices to Ste. 14, The Linton, 1509 Sher- 
brooke St. W., Montreal. 


SASKATCHEWAN 


Saskatoon C.A. Association 


The 1954-55 season of the Saskatoon 
Chartered Accountants Association got under 
way on September 17 with an afternoon of 
Golf at the Wildwood Golf and Country 
Club for all members, followed by a din- 
ner and social evening in the banquet room 
of the Marigold Cafe, to which members 
brought their ladies. 


The first regular business meeting of the 
club was held October 29. The new e~s--: 
tive elected to office in June were in ¢ Z 
of the meeting. Members of the exec 
are: president, Jack McDonald; vice-tne.- 
dent, Verna J. Smith; secretary-treasurer, Russ 
Dunlop; executive officer, G. E. M. Harris; 
ex-officio member, Jack Archibald. 


Keen interest was expressed by the mem- 
bers in the panel discussions conducted at 
the annual meeting of the C.I.C.A. held in 
Winnipeg this year. Suggestions were made 
that some of the association's future meetings 
should be conducted along these lines. 


Mr A. Ross MacKenzie, C.A. (Ont.), has 
been elected president of Purity Flour Mills 
Limited, Toronto. 

* * % 

Mr T. C. V. Champion, C.A. (Que.), 
has been appointed Divisional Director of 
Excise Audit for the Eastern Division cover- 
ing the Provinces of Quebec and the Mari- 
times. 

* x * 

Mr C. G. Manzer, C.A.(B.C.), has been 
appointed internal auditor of Canadian Gulf 
Oil Company, Calgary. 
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The Students’ Department 


J. E. Smyth, C.A., Editor 
(Correspondence with the editor is cordially invited) 





NOTES AND COMMENTS 


CORRESPONDENT has asked 

whether we might not devote 
more space in the Students’ Depart- 
ment to the publication of auditing 
problems and their suggested solutions. 
Any increase in the number of audit- 
ing problems now being published is 
not without its difficulties, but we are 
glad to be able to comply for this 


month to the extent of two additional 
problems. 


In view of the season of the year in 
which this issue will reach readers, we 
wish to extend once again our good 
wishes to all followers of this depart- 
ment. 


CORRESPONDENCE 


Calgary, Alta. 
Sir: In past years problems have from 
time to time appeared on the examination 
papers requiring the candidate to determine 
the amount of quantity (volume) and price 
(cost) variances in the analysis of successive 
years’ sales and cost of sales transactions. 
Many methods can be used in arriving at 
solutions to these general type of problems. 
To solve this type of problem I have 
used with success the formula appearing 
below. It may be of help to others who 
have found difficulty in arriving at an 
answer. 


Sales Variances 


Volume (q, x P,) — (qa, x P,) 

Price (q, X P,) — (q, x P,) 
Cost of Sales Variances 

Volume (q, x ¢,) — (q, xc) 


Price (q, x ¢,) — (a, x ¢,) 
where “gq,” is the quantity of sales in the 
first period; 
“q,” is the quantity of sales in the second 
period; 
“p,” is the unit selling price in the first 
period; 
“p,” is the unit selling price in the second 
period; 
“c,” is the unit cost price in the first period; 
and 
“c,” is the unit cost price in the second 
period. 
Notes: (1) When the unit selling price is not 
given it may be assumed that it is one mone- 
tary unit for one of the periods being com- 
pared. 


(2) In adding and subtracting, use algebraic 


rules. 
PAUL L. DOUCET 


SOLUTION TO THE NOVEMBER PUZZLE 


From the form of the problem it is 
safe to assume that it is an example of 


addition, with the upper two lines added 
to produce a sub-total, which is line 3; to 
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this sub-total have been added three more 
lines, 4, 5, and 6 to produce a grand total, 
line 7. 

It can be demonstrated that, in adding, the 
tens digit carried forward from one column 
to the preceding column cannot exceed an 
amount which is one less than the number 
of lines being added. 

(For example, consider the following ex- 
treme case, an addition which consists sole- 
ly of 9's: 

999 
999 
999 
999 


3,996 





There are four lines added, and the carry- 
forward never exceeds 3.) 

The problem is now copied with the 
columns designated as a, b, and so on up 
to h. 











abe def gh 
RA, JBB. SJ 
AM, WO S. BR 
WB, JSA. JO 
A, EWA. RW 
B, RAR. OB 
B, RAR. OB 
JJA, JINN. BW 





In the upper part of column d, J plus 
W plus a carryforward of 1 or zero from 
column e equals J plus a carry-forward of 
1 or zero to column c. There are two 
possible solutions: 

W is zero and the carry-forward from 
column e is zero; or 

W is 9 and the carry-forward from 
column e is 1. 

Since W is the initial digit in line 3 it 
cannot be zero and must be 9. W = 9. 


In the lower part of column b, W (which 
we know from above is 9) plus a carry- 
forward from column c of (3, 2, 1, or zero) 
equal J J. 
highest possible, 3, the total is 12. 
center iat cantante 


If the carry-forward is the 
How- 


ever, J J is a twin and since it cannot ex- 
ceed 12, must be 11, and J = 1. The 
carry-forward from column c was there- 
fore 2. 

In the lower part of column c we find: 
3B plus A plus a carry-forward of (3, 2, 
1, or zero) from column d equals A plus 
20 (for the carry-forward from this column 
to column b was 2). Clearing this equa- 
tion, we have 

3B = 20 — (3, 2, 1 or zero) 

The only possible solution is B = 6. 


We now have the following (note that 
“o” is the letter and not zero): 




















abe def gh 
na, 166. 3A 
AM, 90S. 6R 
96, 13 Aa, 10 
A,E 9A. RQ 
6, RAR. 06 
6, RAR. 06 
L iA. 28 8..8 9 
In column h, obviously O = 8 and 
R = 7. From column g, S = 5. We 
now have, 
abc def gh 
74,2430 6. 32 
AM, 985.67 
96, 154.485 
A, E9 A. 79 
6, 7A 7. 86 
6, 7A 7. 8 6 
Lia, i a8. 69 
From column b, A = 2, for 1 is al- 


ready known to be J. This proves that 

M = 3 as shown by the upper part of 

column c. Column f shows that N = zero 

and column d reveals that E = 4. The 

final solution is, therefore: 
12343673890 
JAMESBROWN 

And, as a clincher, this was the plaintiff's 
own name! 
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PUZZLE 


You are given twelve billiard balls, to discover which of the balls is off- 
all of which are identical in appear- weight and whether it is heavy or light. 
ance and eleven of which are identical Indicate how you may find this out 
in weight. The twelfth ball is either without using the scales more than 
a little lighter or a little heavier than three times. 
the others. You are given a set of 
scales with two pans which can hold (Contributed by Mr. Howard Ross, 
any number of balls. You are asked C.A., Montreal) 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect 
the personal views and opinions of the various contributors. They are designed not as 
models for submission to the examiner, but rather to provide such discussion and ex- 
planation of the problems as will make their study beneficial. The editor will welcome 


discussion of the solutions published. 


PROBLEM 1 


Intermediate Examination, October 1953 
Accounting II, Question 4 (25 marks) 


The shareholders of the Z Co. Ltd. agreed to a plan of reorganization and refinancing 
which would enable the company to make a plant extension costing $1,000,000 and to 
provide the necessary working capital for operations. The following plan was approved 
by the shareholders: 

(a) Authorized capital is to consist of: 
50,000 shares 6% cumulative preferred par value $50. 
100,000 shares common stock no par value. 
(b) Each of the present shareholders will surrender stock now held and in return 


will receive: 
(i) one new preferred share and one new common share for each preferred share 


at present held; 
(ii) one and one-half new common shares for each common share at present held; 


and 
(iii) the right to purchase one additional mew common share for $20 for each 


common and/or each preferred share at present held. 
(c) The balance of the stock is to be sold and is expected to yield: 
par value for preferred shares 
$35 per share for common shares 
(d) The proceeds of the above to be applied as follows: 


a NIE IUD oS ok scotia cctauey seasons cvanse Wessanaisesdsatoelsetiosoe $400,000 
RMN oe scene Na waar sts Ay siace dain iaeauos dd casaieetbes ssbpan apkovspuaredaeae 600,000 
To pay accounts payable ................... Nase vie aa eatin EUS 500,000 
SHY oe WEMNAUNU UM MMTE ES terete hcte 20 82 Sord Tia asec bos Sev SRI eet 200,000 
pr ar AINE NMI 1 ee es catch Serceesl 500,000 


To retire the 2nd Mortgage Bonds at 101. 


Balance to increase the cash in bank. 
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The following is the balance sheet as at 31st March 1953: 


BALANCE SHEET AS AT 31st MARCH 1953 


ASSETS 
SMAI L081 ohne rennet peas er ci dcee oid wis cedivaelelcan $ 28,000 
PA Ceeisinte WECRTW AUIS —— CEARS ons. ciics css ccsasssssonssinsenstsoctscasissseneesscaneness 234,400 
Inventories at lower cost or market ......0........::cccccccssessscsssseececesseeees 900,000 
NII Sac Lh ae ac Sag pop sn cpioc cuca aaC OPS OD 295,000 
NU ND a suse ct a 2 ee aa aecamansnveearpencnone et 1,894,000 
I ONE NONE 85sec so ook chsctns'vansatndavosdcuspponsseo vs sormeserieeioealonte 1,385,000 
SNS ONO ROI UN ons scnonnupissn sestoaosbnis cacasarsensncnsoniubecs 
RN PMR Fc snoop rats a canon saounhucavenspohvorassontnonalpasavesbias 
LIABILITIES 

Sea NN NNN RIN ge 5s cass gsplieno xcs oscevondedacusevoscabvoakca $ 580,000 
NIN 2a es a Se hac ac 200,000 
NN NI anos Secs Rac hesre easier asec neuen 500,000 
Pllowance Gor: Moubtheal MCCOMAS go. cvessincsaeseiscsocsconsosssersossonseae 
Accumulated depreciation — building ...............cceccescssssscsessseeseeenes 
Accumulated depreciation — machinery ...............cccccsssssseseseesseeeee 
Ist mortgage bonds 4%, annual instalments on principal $50,000 

(first instalment due Ist Jume 1953) o........cecccecsescesseseseceseseees 500,000 
2nd mortgage bonds 7%, annual instalments on principal $50,000 

(first instalment due Ist December 1953) .............ccssscescsesesees 500,000 
Capital stock — authorized and issued 

Preferred — 10,000 shares 

Oe cumulative par Wale GIOD) ..............0.0...ccccsssesssssssosenssoses 1,000,000 

Common — 15,000 shares 

oo SE Rae a 750,000 
MN Sly oR om cactasns luni vhs cic duatssehadassuonavsinuanioaievseeniians 
Required: 


Pd 





$ 1,162,400 


3,574,000 
375,000 
25,600 


$ 5,137,000 


$ 1,280,000 
12,000 
345,000 
541,000 


1,000,000 


1,750,000 
209,000 


$ 5,137,000 


A balance sheet as at 31 Mar 1953 prepared in accordance with good accounting 


practice giving effect to the results of the refinancing plan. 


NOTE: Assume that all shareholders exercise their rights to purchase the new common 
shares. 





The Students’ Department 375 


A SOLUTION 


Zz CO; LID: 
BALANCE SHEET AS AT 31 MAR 1953 


(after giving effect to reorganization plan) 


ASSETS 
Current assets 
NN Ms ca oes. CSCS sc nstec eas eaeep Sasha ean $ 1,310,500 
PIGOUEE SECRIURINO acs. oicisdsiciimsesckcde dedidecinss $ 234,400 
Less allowance for doubtful accounts ............ 12,000 


222,400 


Inventories, as determined and certified by 
officials of the company and recorded on the 
basis of the lower of cost and market ........ 900,000 


PNNNET PURINE xe cs sensiveresesr cious eee en 25,600 
NRT COTO AURORE cock sai shsdicicicectesicts $ 2,458,500 
Fixed assets 
MME NN ASS os tees Woes cbe cava eat Racieeccsucavannnaee 295,000 
Pe AE OU occa cccclaries tence vsensierecedbcanss 2,294,000 
Less recorded depreciation to date .................... 345,000 
1,949,000 
PI NORMED Scania ice iiaun, .. 1,985,000 
Less recorded depreciation to date .................. 541,000 
1,444,000 
NNN MIN NINN ooops ccenscdiaseesaieccvenvs 3,688,000 
Trade marks and patterns 
375,000 


ee nN CRN rs. hese ivessisnsnemitoncn 


$ 6,521,500 


LIABILITIES AND SHAREHOLDERS’ INTEREST 


Current liabilities 


WUCEOMIES GURPMIIG, CERIO oncssiscsss cnc cssccncsicscccsscnicie: $ 80,000 
Instalment on principal of first mortgage 
ae OS nn 50,000 
Total current liabilities ...............0...0000..... $ 130,000 
Long term liabilities 
First mortgage bonds, 4%, due in annual 
instalments of $50,000, less current instal- 
ment included in current liabilities, above .... 450,000 
580,000 


MRT RUNMRUNID 5 fcc ducsicasosascesavantnreseservisuss 
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Shareholders’ interest 
Capital stock 


Authorized and issued: 
Preferred — 50,000 shares 6% cumulative 


preferred, par value $50 ..................... 2,500,000 
Common — 100,000 shares, no par value 3,237,500 
Total paid-in capital ............. ee seeetion 5,737,500 
Earned surplus 
Balance before reorganization ........................$ 209,000 
Less premium paid on redemption of 
second mortgage bonds .................0:00c0c 5,000 
204,000 
Total shareholders’ interest .................... 5,941,500 


$ 6,521,500 





Note: Shares were issued as follows: 
number of new shares 


Preferred Common 
To Preferred shareholders in return for their shares ................ 10,000 10,000 
To Common shareholders in return for their shares ................ 22,500 
To Preferred and Common shareholders for cash 
I A I a Ns Li a shat as cadcnasladeounasaponncye 25,000 
To the public for cash 
ND RUNNIN 55 SRE hf Ns eta oa tre a 40,000 
RI MEESTER corte as 8 ire) 8 Tat a, ot og oes de he 42,500- 
50,000 100,000 


Examiner’s Comments 


Many candidates do not understand the mechanics of stock splits, and many do not 
know that changes in capital stock are required as part of the balance sheet. Neatness and 
logical layout of accounts in the balance sheet were noticeably absent in many solutions. 

Common misinterpretations of the question were as follows: 

1, The reorganization plan was considered to be partly implemented. 

2. The cash price for the common shares was taken to be applicable to the shares 
exchanged. 

3. The term “reserve” was used in connection with accounts receivable and fixed assets. 


PROBLEM 2 


Final Examination, October 1953 
Accounting III, Question 3 (15 marks) 


Explain briefly how you, as comptroller, would take each of the following into account 
in the preparation of the financial statements for the year ended 31st October 1952 which 
you present to management. 


an man &@BeeeeemeeemT & a am 
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(5 marks) (a) The inventories of raw materials, work-in-process and finished goods 
have suffered a sharp decline in value just prior to the balance sheet 
date. The drop in price was unexpected but it is considered likely that 
the prices will return to the prior level by early 1953. 

(5 marks) (b) The factory was closed down during August and September because of 
a dispute between the management and the labour union. 

(5 marks) (c) The inventories of raw materials on hand constitute approximately 8 
months requirements, whereas the normal level is 2 months require- 
ments. The current replacement cost of these materials is below their 
cost. 


A SOLUTION 


(a) As this drop in value is of such an unusual nature it would be advisable to prepare 
the manufacturing statement to show the cost of production under normal circumstances 
and to show the loss due to the drop in inventory valuation as a separate item in the 
profit and loss statement. Accordingly the inventories of raw materials, work in process, 
and finished goods as at 31 Oct 1952 will be brought into the manufacturing and trading 
statements at their cost values. The cost of goods manufactured and the gross trading 
margin will be marked “under normal conditions”. An item, “special loss due to drop 
in inventory valuation” will be deducted in the profit and loss statement from the “Gross 
trading margin under normal conditions” to arrive at “Gross trading margin’. 

(b) The portion of the fixed factory expenses incurred during the two months that the 
factory is closed (one-sixth of the annual charges) will be segregated and carried to a 
special section of the profit and loss statement. Any other expenses directly attributable 
to the closing of the factory will also be carried to this section. This procedure is 
necessary because it is unfair to charge the manufacturing accounts with any expenses 
incurred during the period of shut-down since the factory was not in operation and no 
production has taken place. 

(c) The dollar amount of the inventories should be reduced to the replacement cost, 
with the amount of the adjustment set out separately in the profit and loss statement. 
The amount by which the inventories exceed normal requirements should be indicated in 
a footnote. 


Examiner’s Comments 


1. Some candidates took the reference to “the balance sheet date” in part (a) to be 
the date on which the balance sheet was prepared and not the final year-end date. 
2. The fact that the candidate was comptroller, not auditor, upset some candidates. 


PROBLEM 3 


Final Examination, October 1953 
Auditing II, Question 2 (12 marks) 


What considerations of ethics should be taken into account by a chartered accountant 
in respect of each of the following: 

(a) determining the fee to be charged to a client. 

(b) accepting an audit appointment, 

(c) hiring staff, 

(d) publicity. 
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A SOLUTION 


(a) Considerations of ethics when determining the fee to be charged to a client 


1. The fee must be calculated on a fair basis, taking into consideration the time consumed 
and the relative responsibility involved. 

2. The fee must in no way be contingent upon the results of the engagement. 

3. Competitive bidding for engagements is contrary to the rules of conduct. 

4. In connection with any particular engagement, the chartered accountant must not receive 
any fee from anyone other than the client without the client’s consent. 


(b) Considerations of ethics in accepting an audit appointment 
1. If replacing a fellow member, the chartered accountant must notify such member 


that he has been offered the appointment and make inquiry into the circumstances under 
which it is proposed to discontinue the services of the other member. 


(c) Considerations of ethics in hiring staff 
1. The chartered accountant must not offer employment to an employce of a fellow 
member without first informing such fellow member of his intent. 


(d) Considerations of ethics in publicity 

1. No publicity can be of a form or nature which would lower the standards of dignity 
expected of a member of the profession, or which would tend to bring the profession 
into disrepute. 

2. Advertising must be only by publication of professional cards and must not set out 
any functional capacity that is common to all chartered accountants or any skill that 
is foreign to the functions of a chartered accountant. 


PROBLEM 4 " 


Final Examination, October 1953 
Auditing II, Question 3 (10 marks) 


What audit procedures would reveal the existence and extent of the following defal- 
cations: 

(4 marks) (a) The cashier misappropriates a remittance from a customer. At a later 
date, a remittance from another customer is credited to the first custo- 
mer’s account and the second customer's account is credited still later 
by a remittance from a third customer. 

(3 marks) (b) The employee recording purchase invoices and accounts payable has 
obtained substantial sums by means of obtaining payment of false but 
authentic looking invoices from “dummy” companies organized by 
himself. He has buried the relative charges in various expense accounts 
such as advertising and has deposited the cheques in bank accounts 
opened for the “dummy” companies. 

(3 marks) (c) The warehouse man of a branch office was at times left in complete 
charge of the branch office. Some cash sales were made at the branch. 
Perpetual inventory records were maintained both at the branch and 
at the head office. The warehouse man pocketed cash sales, destroying 
the relative cash sales slips and delivery slips. He also removed 
certain materials from the warchouse for his personal use without 
making any record of the issue. 


(a) 1. 


(b) 1. 
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A SOLUTION 


Audit procedures required to disclose specific types of defalcation 


If the receipts were in currency, detection will be difficult and only a full con- 
firmation of all the accounts receivable will reveal the extent of the over-lapping. 


. If the receipts were in the form of cheques, a comparison of the details on the 


duplicate bank deposit slips with the details of the cash receipts record should 
reveal the fraud. It is desirable to compare the duplicate deposit slips with the 
originals at the bank, as the duplicate deposit slips on file with the cashier 
cannot be relied on as a correct list. 


. Make a direct confirmation of all the accounts receivable. 


A review of the system of internal control should disclose any weakness in 
approvals for charges and their distribution. 


. Test check the invoices paid by the company, watching for proper approval by 


the department head and the accounting department, and acknowledgment of receipt 
of goods. . 


. Scrutinize the various expense accounts and compare them with prior periods. 


Investigate substantial differences, examining the actual invoices. 


. A confirmation of the accounts payable may reveal no address for “dummy” 


companies. 

An examination of the differences between the actual physical count and the 
perpetual inventory records should disclose the pilfering. 

A check of the numerical sequence of duplicate cash receipt forms will reveal the 
slip destroyed. 


. A check of prenumbered duplicate issue slips will reveal the destruction of the 


order slips. 


PROBLEM 5 


Final Examination, October 1953 
Auditing Il, Question 5 (10 marks) 


CA has been retained to carry out the liquidation of X, Y and Z, a partnership. The 


balance sheet of the partnership at the date of liquidation is summarized as follows:— 


Assets 
MOMEEED cchzkies atresia eee $18,000 
Re MINIS. erccnt tance 40,000 
$58,000 
Liabilities 
ACCOUNS: PAYABLE «.....5.60.sessccdssciscccienes $ 4,000 
ROMER IRI scenes cca SA Renee 11,000 
Capital accounts— 
ah -saGiedenia nes $12,000 
bp igerterer fone morn c ares 8,000 
Rete s eh 23,000 43,000 
$58,000 


Profits and losses are shared: X-14, Y-14, and Z-¥4. 
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CA received a letter from Y, referring to the cash available in the partnership and 
requesting immediate repayment of his loan of $11,000. 
Required: 

The reply, in letter form, that CA would send to Y. 


A SOLUTION 


October 10, 1953 
Mr. Y, 
12 Riverview Gardens, 
Cityville, Canada. 


Dear Mr. Y, 
We regret that we are unable to meet your request of October 8 for immediate 
repayment of your loan of $11,000 to the XYZ partnership. 


If the assets of the partnership, other than cash, realize nothing, the partnership 
will sustain a loss of $40,000 and your capital account would be charged with one- 
quarter of this amount, or $10,000. Your capital account would then have a debit balance 
of $2,000 which would be made good by the transfer of $2,000 from your loan account. 

Although this contingency may seem remote, we believe that it must be provided 
for by retaining $2,000 of your loan for the time being. We are, therefore, enclosing a 
cheque in the amount of $9,000, the remainder of your loan. 

As soon as a further $8,000 is realized in cash from the liquidation of the other 
assets of the partnership, the contingency referred to above will have disappeared, and 
we will then be able to repay the balance of your loan. 

Yours very truly, 


C.A. 





iad 


53 


ite 


1e- 


ce 


er 
id 





THE TAX REVIEW 


Melville Pierce, B.A., LL.B., Editor 


[1954] 


DECEMBER 


Part 2 


INCOME TAX APPEAL BOARD CASES 


Fabio Monet, Esq., Q.C. (Chairman), Cecil L. Snyder, Esq., Q.C. (Assistant Chair- 
man), W. S. Fisher, Esq., Q.C. and R. S. W. Fordham, Esq., Q.C. 


O’Doherty v. M.N.R. 


Investment or Earned Income — Rental 

income from renting apartments and 

garages — Whether a business — ITA 
1948 s. 31(5)(b) 


Appellant owned four buildings con- 
taining 13 apartments in all, which she 
rented as heated apartments, furnished or 
unfurnished, to different tenants on a 
monthly basis, and she also owned eight 
garages, some of which she rented. With 
her children’s help she administered the 
buildings, saw to their maintenance, 
selected suitable tenants, collected the 
rents, and paid all the expenses. In 
assessing her to tax for 1951 and 1952 
the Minister treated her net rental in- 
come from these properties as investment 
income, to which appellant objected, 
contending that it was earned income 
within the meaning of ITA s. 31(5) 
as being “income from the carrying on 
of a business’ within the meaning of 
para. (b) of that subsection. 

Held (Mr. Monet), the facts clearly es- 
tablished that appellant had not reached 
the point where land ownership had pass- 
ed into a commercial enterprise in land: 
Martin v. MNR [1948] Ex. C.R. 529 


(O'Connor J.) following Rosyth Bldg. & 
Estates Co. v. Rogers, 8 Tax Cas. 11. 
Salisbury House Estates Ltd. v. Fry, 15 
T.C. 266, per Rowlatt J. at p. 283 and 
per Lord Warrington of Clyffe at p. 315 
approved. The facts also established that 
the relationship between appellant and 
her tenants was the ordinary relation- 
ship which obtained between a land- 
lord and his tenants. 


Ont, Sep 22/54 


Editorial Note: In holding as a matter of 
law that a landowner does not carry on a 
business by engaging, however intensively, 
in the activity of renting out accommods- 
tion to those who wish it, the learned Chair- 
man of the Income Tax Appeal Board re- 
lies upon some obiter dicta of O'Connor J., 
based upon an overruled Scottish decision and 
on some words in a judgment of Rowlatt J. 
which was reversed on appeal. It may, 
however, be wondered how those British 
cases have any relevance to the issue 
involved here. Unlike the Canadian Income 
Tax Act the British Income’ Tax Act im- 
poses an income tax on the ownership of 
land, and what the House of Lords really 
laid down in the Salisbury Estate case, supra, 
was simply that, because of that, the exploita- 
tion of land by renting it out could not be a 
trade or business for smcome tax purposes in 


Dismissed 
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Great Britain. That conclusion is based 
upon facts and reasons that have no applica- 
tion in Canada, and if it is true that the ex- 
ploitation of land by its owner, as e.g. by 
running an apartment hotel, is not a busi- 
ness in Canada, then surely it must be for 
some other reason. 


196 v. M.N.R. 


Property-Owning — Whether a Business 

— Management of rental properties — 

An active commercial business — ITA 
1948 5. 61 


Appellant, who was in the construction 
business, was the principal shareholder 
of two private companies which owned 
(1) a two-storey commercial building 
containing retail stores on the ground 
floor and offices above, all of which were 
rented out, (2) a three-storey building 
used for similar commercial purposes, 
(3) a one-storey corner building con- 
taining five retail stores, (4) a 32-suite 
apartment building. In all there were 
some 63 tenants of the above buildings 
in 1951, the gross rentals amounting to 
$75,000. Appellant took an active part 
in managing the buildings, though the 
negotiation of leases and collection of 
rents were performed by a real estate firm 
subject to appellant’s approval. Appel- 
lant devoted considerable time and effort 
to the supervision of the buildings. The 
Minister treated the two companies which 
owned the buildings as personal corpora- 
tions within the meaning of ITA 1948 s. 
61(8) and accordingly attributed the 
companies’ income for 1951 to appel- 
lant pursuant to s. 61(1). Appellant 
appealed, contending that the companies 
were not personal corporations within the 
meaning of s. 61(8) on the ground that 
they carried on an active commercial busi- 
ness within the meaning of s. 61(8) (c). 


Held (Mr. Fordham), appellant’s con- 
tention was well-founded and the as- 
sessment must be vacated. A commercial 
building, unlike a bond, debenture, or 
similar security, cannot be put aside and 


ignored until the next interest date ap- 
proaches, but must be actively looked af- 
ter. 


Ont, Sept 17/54 Allowed 


Ben’s Ltd. v. M.N.R. 


Capital Cost Allowances — What is 

capital cost? — Acquisition of residential 

land as site for commercial building — 

Cost of residences not cost of commer- 

cial building — No capital cost allow- 

ance where asset disposed of — ITRegs 
1102(1) (c) 


Appellant company owned and oper- 
ated a bakery in a concrete building. In 
January 1952 it purchased three adjoin- 
ing frame residences in order to use the 
land for erection of a concrete extension 
to its building, sold the houses thereon to 
a wrecker for $1,200, and after the latter 
removed the houses commenced construc- 
tion of the concrete extension to its 
building, which it completed early in 
1953. The total cost to the company 
of acquiring the three residential prop- 
erties was $41,632.85, and in its tax 
return for 1952 it claimed capital cost 
allowances in respect of such expenditure, 
which the Minister disallowed. The 
company appealed, contending that the 
cost of acquiring those properties as a 
site for the extension to its building was 
incurred for the purpose of gaining or 
producing income from its bakery busi- 
ness as required by ITRegs. 1102(1) (c) 
and that the cost of acquisition less the 
value of the land (set at $6,000) was 
therefore eligible for capital cost allow- 
ances at the rate applicable to concrete 
buildings, viz 5%. 

Held (Mr. Monet), dismissing the ap- 
peal, the residential properties were not 
acquired by appellant for the purpose of 
earning the income from its bakery busi- 
ness, and hence the cost of acquiring 
them was not eligible for capital cost 
allowances. | Montship Lines Lid. v. 
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MNR, 54 DTC 1151 (Cameron J.) ap- 
plied. Moreover an asset in respect of 
which capital cost allowances are claimed 
must be in existence at the end of the 
taxation year in which the allowances 
are claimed. Borinsky v. MNR, 6 TABC 
367, 52 DTC 244 (Mr. Fordham); 
Towers V. MNR, 10 TABC 347; 54 
DTC 256, followed; and in this case the 
assets in respect of which the allowances 
were claimed, namely the dwelling houses 
on the land, had ceased to exist before 
the end of 1952. 
N.S. Sep 7/54 


Editor’s Note: One hopes that there will be 
an appeal on both grounds given. 


Dismissed 


174 v. M.N.R. 


Capital Cost Allowances — Non Arms 

Length transfer — Capital cost of prop- 

erty acquired by bequest — ITA 1948 

5. 20(2), 20(4); ITAmdt Act 1949 
(LL), ¢. 25, s. 8(1) (a) 


One X owned a building together with 
the furniture and fixtures thereon which 
he used in carrying on his business and 
in respect of which he was allowed de- 
preciation allowances under the IWTA 
prior to his death in 1938. By his will 
he gave the property to his wife and 
she continued to carry on business there 
until 1946 and she was allowed depre- 
ciation allowances in respect thereof un- 
der the IWTA based upon the original 
cost of the assets to X, though the evi- 
dence of expert witnesses established that 
the fair market value of the building at 
the date of his death was at least $10,000 
and the value of the fixtures at least $5,- 
000. In 1946 X’s widow, who had remar- 
ried, formed a partnership for the carry- 
ing on of the business with her new hus- 
band, and the partners continued to claim 
depreciation allowances on the former 
basis. In May 1949 the partners sold the 
assets to appellant company of which they 
were the chief shareholders. In the as- 
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sessment of the company for 1951 the 
Minister invoked ITA s. 20 and would 
allow capital cost allowances in respect 
of the building and fixtures only on the 
original cost thereof to X, less the de- 
preciation allowed to him in his life- 
time, to his widow when she carried on 
the business as a sole proprietor, and to 
the widow and her partner prior to the 
sale of the assets to appellant. Under ITA 
1948 s. 20(2) where depreciable prop- 
erty is transferred to a taxpayer by a 
non arms length transaction after the 
commencement of 1949 capital cost al- 
lowances are deductible by the taxpayer 
only on the amount of the capital cost 
of the property to the original owner, 
and s. 20(4) provides that the capital 
cost of property acquired by bequest 
shall be deemed to be the fair market 
value thereof at the time the bequest 
took effect. Section 8 of the Income 
Tax Amendment Act 1949 (II), c. 25 
provides that where a person has ac- 
quired depreciable property before the 
1949 taxation year it shall be deemed 
to have been acquired at its actual cap- 
ital cost to such person less normal de- 
preciation allowances allowed and al- 
lowable under the IWTA. 


Held (Mr. Fisher) while the transfer of 
the property from the partners to the 
company was a non arms length transac- 
tion occurring after the commencement 
of 1949, the capital cost of the property 
to the “original owner” upon which 
capital cost allowances must be based 
was the fair market value of the prop- 
erty at the time X’s widow acquired the 
property under her husband’s will and 
not, as contended by the Minister, the 
capital cost to X. 


May 20/54 Allowed 


Berube v. M.N.R. 


Oil Exploration lease — Compensation 
for not drilling within time allowed — 
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Not income — Appeal from assessment 
— Admission by counsel that sum is in- 
come — Effect of 

In December 1948 Berube, an Alberta 
farmer, granted a syndicate an oil ex- 
ploration and drilling lease on his farm 
for a term of three years in consideration 
of a payment of $3,200 and the syndi- 
cate’s undertaking to drill a first well in 
the area within 120 days and if that 
should be a commercial producer to drill 
a second well in the area within 60 days 
of the first well’s completion, and to pay 
appellant a royalty on any production 
from his land. The syndicate did not 
drill a first well within the 120 days, and 
in April 1949 appellant granted the syn- 
dicate a further 120 days to drill a first 
well in the area, the syndicate agreeing 
that if it failed to do so the lease should 
terminate and it would pay appellant a 
certain sum as liquidated damages. The 
syndicate did not drill a well within the 
extended period, and after protracted ef- 
forts by appellant (and certain other farm- 
ers who were in the same position) to 
obtain the liquidated damages an inden- 
ture under seal was executed by the mem- 
bers of the syndicate in December 1950 
in which they covenanted to pay appel- 
lant and the others the amount of the 
liquidated damages ($10,000) by month- 
ly instalments of $500; and 12 such 
monthly instalments were paid during 
1951, of which appellant’s share was 
$2,281. Appellant was assessed to tax 
for 1951 on $3,719 (which included pay- 
ments made in 1950 and 1952) in re- 
spect of his share of the liquidated dam- 
ages. He appealed, contending that no 
part of the sum received by him was rent 
or income but that it was a capital sum, 
and alternatively that the sum should be 
apportioned between income and capital 
under ITA 1948 s. 7 on the footing that 
a part of it was in the nature of com- 
pensation for anticipated damage to his 
farm. At the hearing of the appeal ap- 
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pellant’s counsel admitted that one-third 
of the payments received in 1951, viz 
$760 was the income portion thereof. 


Held, (Mr. Fisher), the amount received 
by appellant in 1951 as liquidated dam- 
ages did not represent a payment in lieu 
of expected profits or a rental payment 
for the use of his property, but it was, as 
described, liquidated damages in com- 
pensation for failure to drill a well. 
However, as appellant’s counsel did not 
press his ground of appeal that the en- 
tire sum was received as capital but 
admitted that one-third of it, $760, could 
be apportioned to income under ITA s. 
7, the appeal should be allowed only in 
respect of the amount assessed in excess 
of the amount conceded by appellant’s 
counsel to be income. 


Alta, May 25/54 Allowed 


Heating & Plumbing Finance Ltd. v. 
M.N.R. 


Income or Capital — Business of fi- 

nancing instalment sales — Sale of notes 

on winding-up — Whether loss on sale 
deductible in computing income 


Appellant’s business was principally 
the financing of plumbing contracts by 
advancing money to plumbers’ customers 
and taking promissory notes payable by 
instalments for the amount advanced 
plus finance charges. The difference 
between the amount advanced and the 
amount of the notes was set up in ap- 
pellant’s accounts as deferred income 
on the liabilities side, and a pro rata 
amount thercof was taken into appel- 
lant’s income account as payments were 
made on the notes. Appellant decid- 
ed to wind up its business and on Jan- 
uary 26, 1951 sold all of its promis- 
sory notes at a discount of $18,034, be- 
ing 10° of their face amount, and this 
amount was charged as an expense in its 
profit and loss statement for 1951. In 
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assessing appellant to income tax for 
1951 the Minister disallowed the deduc- 
tion of the charge for discount as being 
a loss of capital. 

Held (Mr. Monet), as the sale of promis- 
sory notes was not part of appellant's 
usual business, it followed that any loss 
on the sale of promissory notes was on 
capital account, and not deductible in 
computing income. 


Ont, Aug 30/54 Dismissed 


189 v. M.N.R. 
Capital or Income — Purchase of land 
and rents — Sale of land but retention 
of rents — Whether rents taxable as 
income 


In February 1950 appellant purchased 
for $66,654 certain land in Alberta up- 
on which were situate 13 oil wells, and 
became entitled to receive from the op- 
erators of the wells annual sums varying 
from $100 to $500 per year during the 
life of the wells for right of entry to the 
land. On the same day appellant sold 
her interest in the land for $55,800 but 
retained the right to the annual entry 
fees. Appellant was assessed to income 
tax in respect of the amounts received 
from the operators in 1950, and ap- 
pealed. 

Held (Mr. Fisher), the annual payments 
by the oil companies were true rental 
payments and therefore required to be 
included in computing appellant’s in- 
come, even though appellant was not the 
owner of the land. In effect appellant 
had parted with her capital to purchase 
the annual payments, and there was 
nothing in the Income Tax Act to permit 
a part of such payments to be treated as 
a return of the purchase-price as in the 
case of annuities. Appellant’s right to 
the annual payments was not a leasehold 
interest or a franchise, concession or 
licence for a limited period, and accord- 
ingly appellant was not entitled to a cap- 
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ital cost allowance under either class 13 
or 14 of the Capital Cost Allowance 
Regulations. 


Sept 1/54 Dismissed 


B.C. Insurance Co. v. M.N.R. 


Foreign Income Tax — Deduction from 

Canadian tax — Whether foreign tax on 

gross receipts an income tax — ITA 
1948 5. 38 


In its income tax return for 1950 ap- 
pellant company claimed a deduction 
from the income tax otherwise payable 
of the tax paid by it to the Government 
of Australia on its gross premiums in 
Australia, viz $213, pursuant to s. 
148(3) of the Australian Income Tax 
and Social Services Contribution Assess- 
ment Act, 1936-52. The Minister dis- 
allowed the deduction on the ground that 
the Australian tax, being calculated on 
gross premiums, was not a tax on income 
within the meaning of the Canadian Act. 
Held (Mr. Fordham), the tax paid by 
appellant to Australia was a tax on in- 
come within the meaning of the Cana- 
dian Income Tax Act, and appellant was 
entitled to make the deduction claimed 
under ITA s. 38. 


B.C., Aug 26/54 Allowed 


185 v. M.N.R. 


Interest on Borrowed Money — Money 

borrowed by estate to pay succession du- 

ties — Not deductible — ITA (1950) 
§. 141(1) (¢), 11(1) (mn) 


The trustees of a will borrowed money 
with which to pay succession duties on 
the estate, and in reporting the income 
of the estate for that year (1950) claim- 
ed a deduction of the interest on that 
loan, which the Minister disallowed. 
Held (Mr. Monet), dismissing the ap- 
peal, the interest was not deductible un- 
der ITA 1950 s. 11(1)(c) as being 
either borrowed money used for the pur- 
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pose of earning income from a business 
or property or as being interest on an 
amount payable for property acquired 
for that purpose, nor was it deductible 
under ITA 1950 s. 11(1)(m) as being 
an amount equal to annual interest ac- 
cruing within the taxation year in re- 
spect of succession duties. 


Aug 12/54 Dismissed 


192 v. M.N.R. 


Interest on Borrowed Money — Deduct- 
ibility of — Money borrowed to gain 
purchasing power of competing company 
— Shares bought — Whether interest on 
loan deductible — ITA (1950) s. 


11(1)(¢) 


Appellant company was in the whole- 
sale tobacco and confectionery business, 
and, in order to ensure itself the advant- 
ages resulting from volume purchases, in 
1947 it borrowed $200,000 from a bank 
and purchased therewith the shares of a 
certain other company in the same line 
of business. In the summer of 1950 it 
still owed $125,000 of that loan, and it 
borrowed that amount from the bank and 
paid off the earlier loan. In its tax re- 
turn for 1950 it claimed a deduction of 
the interest paid during the year on each 
of those loans. 


Held (Mr. Fisher), the appeal must be 
dismissed. The first loan was used to 
purchase property, viz the shares in the 
other company, the income from which 
was exempt from tax, and the second 
loan was to pay off the first loan and not 
for use as working or operating capital 
of appellant. 


Sep 9/54 Dismissed 


Premier Trust Co. v. M.N.R. 


Exempt Income — Expenses to earn — 
Non-deductibility of — Trust company 
— Portion of general expenses allocable 
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to dividend income — Determination by 
Minister — Appeal — Onus of proof 


In its income tax returns for 1950 and 

1951 appellant claimed deductible busi- 
ness expenses of $224,869.96 for 1950 
and $258,373.11 for 1951. The Minis- 
ter disallowed $393.96 of the amount so 
claimed for 1950 and $665.13 of the 
amount claimed for 1951 on the ground 
that expenses to those amounts were in- 
curred for the purpose of gaining exempt 
income in those years. In 1950 the com- 
pany had dividend income of $13,132.02 
and in 1951 of $22,171.12. Appellant 
appealed, asserting that none of its ex- 
penses could be related to the earning of 
tax-exempt income, but its secretary ad- 
mitted that its staff had to record the re- 
ceipt of such income, that it had to be 
taken into account by the auditor of the 
company, etc. 
Held (Mr. Monet), an assessment to tax 
is presumed valid until a taxpayer satis- 
factorily proves that it is incorrect, and as 
appellant did not adduce any evidence to 
show that the amounts disallowed were 
incorrectly determined the appeal must 
be dismissed. Dezura v. MNR [1948] 
EX 10; Johnston v. MNR [1948] S.C.R. 
486; Anderson Logging Co. v. MNR 
[1925] S.C.R. 45, considered. 
Ont, Jul 23/54 


Dismissed 


McDonald-Dure Lumber Co. v. M.N.R. 


Business Profits — Accounts Receivable 

— Invariable practice to grant discount 

from invoice price — Amount of dis- 

count deductible in year offered — ITA 

(1950) s. 12(1)(e) — Not a reserve 
for “doubtful debts’. 


Appellant company’s practice was to 
add 10% to the selling price of lumber 
sold to customers and to offer a dis- 
count of that amount if the account was 
paid when due. In practice, however, 
the discount was always granted even if 
a customer was very late in paying his 
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account. In its financial statement for 
1950 appellant’s accounts receivable 
were shown at $221,147.60 but in com- 
puting its taxable income for that year 
it claimed a deduction for discount of- 
fered of $21,751.50. The Minister 
would, however, allow a deduction for 
discount of $10,473.91 only, that being 
the total discount offered by appellant 
in the previous year. The company ap- 
pealed. 

Held (Mr. Fordham), the appeal must 
be allowed. The disallowed sum did not 
represent an amount transferred to a re- 
serve or contingent account, the deduc- 
tion of which was barred by ITA s. 
12(1)(e). The amount claimed as a de- 
duction by appellant represented moneys 
that neither were received nor ever 
would be received, and it was properly 
deductible in computing appellant's pro- 
fit for the year. It could not be said, 
however, that the discount offered was in 
fact a reserve for doubtful debts merely 


because appellant did not intend to col- 
lect it. 


Man, Aug 4/54 Allowed 
Editorial Note: In view of the enactment in 
1953 of what is now s. 85B(1)(b), viz 
“every amount receivable in respect of prop- 
erty sold or services rendered in the course 
of the business in the year shall be in- 
cluded” in computing the income of a tax- 
payer for that year, this decision is prob- 
ably limited in effect to taxation years prior 
to 1953. 


179 v. M.N.R. 


Shares — Valuation of — Employee pur- 
chasing shares at under-value — Ascer- 
tainment of value of shares — Capitaliza- 
tion of earnings — Subsequent loss year 


In 1950 appellant, an employee of a 
brush manufacturing and sales company, 
was permitted to purchase from the com- 
pany ten shares of its common stock at 
$100 a share. In March, 1951 the com- 
pany having paid a tax on its undis- 


THE TAX REVIEW 


387 


tributed income on hand pursuant to Part 
IA of the Income Tax Act distributed its 
tax-paid undistributed income to its 
shareholders in the form of a stock divi- 
dend, appellant receiving 54 shares of 
preferred stock as his portion. In August 
1952 he was assessed to income tax in 
respect of the benefit received by hiin 
from his employment in 1950 in obtain- 
ing the shares at less than their real 
value, which the Minister fixed at $360 
per share, i.e. $260 more per share than 
appellant paid for them. In March, 
1953 appellant left his employment with 
the company and found a buyer for his 
shares in the president of the company, 
who paid him $1,880 for them. Appel- 
lant objected to the assessment and the 
Minister thereupon reduced his valuation 
of the common shares in 1950 to $280 
per share. Appellant appealed to the 
ITAB, contending that the proper value 
of a common share in 1950 was $172.50. 
The company was a private company and 
its shares were not listed on a stock ex- 
change, and its president was the contro!- 
ling shareholder. The company’s balance 
sheet at the end of 1949 showed 594 
shares of common stock paid up to the 
amount of $14,850 and a surplus of 
$204,007, indicating a book value per 
common share of approximately $360. 
The company commenced operations in 
1943, and its average annual earnings for 
the 5 years 1946 to 1950 both inclusive 
were $59,500, but in the later two years, 
owing to increasing competition and the 
difficulty of obtaining competent sales- 
men business fell off and in the follow- 
ing year, 1951, the company suffered a 
loss. In 1951 and 1953 some 23 com- 
mon shares were sold by four persons, 
either employees or resigning employees, 
to the company’s president at an average 
price of $172.50 per share. 

Held (Mr. Fordham), the value of a 
common share in the hands of a minor- 
ity shareholder in 1950 should be fixed 
at $221 per share. The company’s av- 
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erage annual earnings for the 6 years 
1946 to 1951 both inclusive was $48,400 
which indicated a capital value (4 times 
the average annual earnings) of $193,- 
600, of which $34,100 was attributable 
to preferred shares and the balance of 
$159,500 to the 722 common shares out- 
standing at the end of 1951, or $221 
a share. 


June 30/54 Judgment accordingly 


187 v. M.N.R. 


Employment — Expenses of — Deducti- 

bility — Commission salesman — Pay- 

ment of debt resulting from business 

formerly carried on — Not deductible — 
ITA (1951) s. 5, 11(6) 


In 1951 T was employed as a salesman 
by a stock broker and was remunerated 
by commission. Some years earlier he 


had carried on a stock brokerage business 
in partnership with two other men and in 
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1948, after the firm was dissolved, an 
action was brought against T and his 
former partners in behalf of a former 
client of the firm claiming relief against 
the firm by reason of the wrongful con- 
duct of one of the partners in carrying 
out his duties on behalf of the firm. 
T and his former partners agreed to 
settle the action out of court by payment 
of a sum of money, and in 1951 T paid 
$10,818 pursuant to the agreement. In 
reporting his income for 1951 he claimed 
a deduction of the amount so paid. 


Held (Mr. Monet), as T was employed 
as a commission salesman in 1951 the 
deduction claimed was allowable only if 
ITA s. 5 permitted, which it did not. 
In particular, the amount in question was 
not expended in 1951 for the purpose of 
earning appellant’s income from his em- 
ployment: see ITA s. 11(6). 


Sep 1/54 Dismissed 


INCOME TAX REGULATIONS 


NEW PART XV 
P.C. 1954-1509, October 6, 1954 
HIS EXCELLENCY the Governor General in Council, on the recommendation of the 
Acting Minister of National Revenue and by virtue of the powers conferred by section 
117 of the Income Tax Act, is pleased to amend The Income Tax Regulations made and 
established by Order in Council P.C. 6471 of 22nd December, 1949, as amended, and 
the said regulations are hereby further amended in accordance with the Schedule of 


amendments hereto, the said amendments to be applicable to the 1954 and subsequent 
taxation years. 


SCHEDULE OF AMENDMENTS 


By revoking Part XV thereof and by substituting therefor the following new Part XV: 
PART XV 
Employees Profit Sharing Plans 


elects to have the arrangement qualify 
as an employees profit sharing plan, 
(4) if the employer is a corporation, a 
certified copy of the resolution of the 
directors authorizing the election to 
be made, and 
a copy of the agreement and any sup- 
plementary agreement setting out the 
plan. 


1500. For the purpose of subsection (7) 
of section 79 of the Act, an election by an 
employer shall be made by forwarding by 
registered mail to the Deputy Minister of 
National Revenue for Taxation at Ottawa 
the following documents: 


(4) a letter, in duplicate, stating that he 


SOR /54-460 Canada Gazette, Oct.27/54 





